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Accounting News And Trends 


MUNICIPAL AUDIT ENGAGEMENTS 


A CPA who is, or has ever been, in- 
volved in any type of municipal audit 
will find food for thought in the com- 
ments entitled “Point List for Munici- 
pal Audit Engagements” by John B. 
Reed, Jr. (The Texas CPA, November 
1959). 

The author points out that if an 
auditor does work in municipal audits, 
it is absolutely essential that he set up 
a suitable library and keep it current. 
Associate membership in the Munici- 
pal Finance Officers Association is 
suggested as well as an examination of 
the many publications of this group. 
After acquainting himself with the ma- 
terial in the field, any auditor under- 
taking this type of work should be pre- 
pared to issue financial statements in 
the forms which have been agreed 
upon by the National Committee on 
Governmental Accounting on which 
the AICPA was represented. As a 
help to the reader, a list of references 
for municipal accounting and auditing 
is appended to this article. 

The classic statement, made by a 
candidate who is likely to fail the CPA 
examination, is that he has gone up 
to the attic, dragged out his old col- 
lege textbooks and is preparing him- 
self by studying these. The classic 
mistake made by CPAs, when doing a 





Accounting News and Trends is conducted 
by CHARLES L. SAVAGE, CPA. He is 
presently serving as a member of our So- 
ciety’s Committee on Membership and is 
active in the National Association of Ac- 
countants. Dr. Savage is professor of ac- 
counting and chairman of the Business 
Administration Division of St. Francis Col- 
lege. He is also professor of taxation at 
the New York Law School. 


government audit, is to follow last 
year’s working papers exactly and to 
accept last year’s fee, plus perhaps 
seven percent. 

There are people doing this kind of 
work for inadequate fees. As a result, 
Mr. Reed alleges, probably no work in 
the ‘auditing field is done worse and is 
more unacceptably presented than the 
results of a municipal auditing engage- 
ment. The author concedes that these 
are harsh words but cites as his justi- 
fication that some CPAs are on the 
way to becoming unfavorably, and 
even notoriously, known to people in 
the bond business as well as in vari- 
ous investment institutions. 

In discussing the troublesome prob- 
lem of setting a fee on a new municipal 
engagement, the suggestion is made 
that the best approach might be to in- 
form the inquiring official that it is 
impossible to determine the approxi- 
mate cost of an audit by just looking 
around for a few hours. The account- 
ant should then propose a survey en- 
gagement in which the CPA would, in 
effect, be doing interim work. This 
work may include getting cutoff bank 
statements, confirming some receiva- 
bles, and other procedures. In the 
course of this work, the CPA can be- 
come well acquainted with the account- 
ing system and internal controls of the 
municipality. At the end of the survey 
engagement, a report should be ren- 
dered on the findings. That report 
may include a proposed tentative maxi- 
mum fee for two or three types of en- 
gagements. 


THE DISCLAIMER AND RULES 
OF PROFESSIONAL CONDUCT 


Indicative of the increased interest 
in the rules of professional conduct is 
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the fact that the Florida State Board 
of Accountancy has inaugurated the 
giving of an examination on its stand- 
ards of professional conduct in con- 
nection with the consideration of re- 
quests for permission to sit for the 
CPA examination. 

The number of these rules was in- 
creased by three when the Florida In- 
stitute of CPAs at its 1959 Convention 
approved the adoption of Rules 17, 
18, and 19. This latter rule is based 
on Auditing Bulletin No. 23 and is 
similar to the AICPA Rule 19 (requir- 
ing the expression of an opinion or a 
disclaimer with reasons therefor), 
Prior to the adoption of this rule a 
survey was made of Florida CPAs to 
determine prevailing reporting prac- 
tices with respect to statements not 
fully audited. A summary of the re- 
sults shows: 

1. Three related questions, viz., 
“Do you use a letter disclaiming opin- 
ion?”; “Do you use a letter without 
opinion paragraph?”; and “Do you 
use a printed footnote on fly sheet?” 
disclosed that over three-quarters of 
incompletely audited statements are 
accompanied by a letter disclaiming an 
opinion. 

2. The questions, “Do you issue 
statements on plain paper?” and “Do 
you footnote statements ‘without 
audit’?” suggested alternatives to the 
use of a letter disclaiming opinion. The 
fact that almost one-half of CPAs 
never issue statements on plain paper 
and almost one-half very frequently 
footnote statements “without audit” 
seemed to the commentator on the 
survey to be a favorable trend for 
Florida CPAs. 


3. The question “Do you express an 
opinion ‘subject to comments’?” re- 
ceived a high percentage of affirmative 
replies and might well indicate a fail- 
ure on the part of some accountants 
to deny an opinion when it should 
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have been done. 

4. In a section entitled “Reaction,” 
questions were asked as to whether 
clients and credit grantors approved 
or disapproved of the use of dis- 
claimers in an opinion. The answers 
revealed a surprisingly neutral re- 
action in that practically no one com- 
plained about their presence or com- 
plimented the accountant on their in- 
clusion and there was no evidence of 
any increase in requests for opinion 
reports. This indifferent attitude on 
the part of the report readers would 
seem to indicate the need for greater 
education as to the meaning of the 
disclaimer. 


AUDITING EMPLOYEE 
WELFARE FUNDS 


To any CPA interested in extending 
his professional services to the growing 
area of accounting and auditing for 
employee welfare funds, the 24-page 
booklet “Case Study on Audit of a 
Self-Administered Union-Industry Wel- 
fare Fund” (AICPA, price 50 cents) 
would be helpful. Although this study 
does not present a recommended or 
model program, it is an informative 
and objective analysis of a typical 
fund and illustrates some of the ac- 
counting and auditing procedures pe- 
culiar to this type of audit. 








Save on 
BURROUGHS 


SENSIMATICS 


Rebuilt by factery trained experts 
to A-1 Condition. A one year guar- 
antee. A tremendous saving on the 
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ACCOUNTING FOR WARRANTS 


The valuation of warrants (freely 
transferable options to purchase a 
company’s stock at a discount) that 
are issued along with debentures is 
discussed in THE ARTHUR YOUNG 
JouRNAL (July 1959). The issuance 
of warrants with bonds is becoming 
increasingly frequent as it allows a 
lower interest rate or some other term 
more favorable to the issuer than 
would be possible for the same price 
if the debt security were sold alone. 


AICPA Accounting Research Bul- 
letins do not cover the accounting for 
warrants and the discussion in Chap- 
ter 13 B of ARB No. 43 on the valua- 
tion of employees’ stock options is lim- 
ited to this special situation and is of 
no help in determining the value of 
the usual warrant. The practice that 
sems to have developed is for the 
issuer to allocate the net proceeds 
(after deduction of applicable ex- 
penses) between the warrants and the 
debt securities with the value of the 
warrants credited to paid-in surplus 
and debited to a discount account 
which is amortized by a charge to 
income over the term of the bonds. 

The allocation between the warrants 
and the debt securities “ex-warrants” 
should be made on the basis of their 
relative fair values as at the date they 
are sold by the issuer; this, however, 
is not always clearly determinable 
since the warrants are often not sever- 
able from the securities for a period 
of time during which the only active 
market is for the securities “with war- 
rants.” Under these circumstances, it 
is the usual practice to base the allo- 
cation upon any transactions which 
may occur on a “when issued” basis 
in the warrants or the debt securities 
“ex-warrants,” on the opinion of the 
underwriter for the issue, or on other 
appropriate evidence as to relative 
values, 
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Letters to the Editor 


BUSINESS ETHICS AND 
ACCOUNTANTS 


An article in FORTUNE MAGAZINE, 
issue of September 1958, entitled 
“The Businessman’s Moral Failure” 
by Professor Louis Finkelstein, Chan- 
cellor of the Jewish Theological Semi- 
nary of America, reflects an indictment 
of the business fraternity in this coun- 
try, making allowance for individual 
exceptions. Inasmuch as accountants 
are involved, directly, because their 
professional practices, in part, con- 
stitute businesses, and, indirectly, be- 
cause they are important elements in 
the councils of management, the 
charges are of concern to them, too. 

The accusations may be summed up 
as follows: that businessmen, generally, 
have been lax in applying to their bus- 
iness methods the high degree of 
morality and ethics that is required for 
the maintenance of a healthy society. 
He enumerates a number of transgres- 
sions that occur daily. Thus, compe- 
tition, which he acknowledges to have 
a proper economic basis, he deplores 
when it takes on destructive and dis- 
honorable forms. 

Some may feel that Professor Finkel- 
stein has been unduly severe in his cri- 
ticism, that he has given scant recog- 
nition to the notable evidences of the 
realization by enlightened executives 
that business has a social responsibility. 
Nevertheless, his criticisms are still de- 
serving of the most serious considera- 
tion by the forward-looking elements 
in business, and some soul searching, 
also. 

The writer pays a great tribute to the 
American businessman, placing him in 
the forefront as the shaper of today’s 
society. Nor is the businessman con- 
sidered the only errant, as evidenced 


by this remark: “Why do I single out 
the American businessman for indict. 
ment, when he is probably no more 
materialistic than any of the rest of us? 
I do so because of the responsibility 
he bears, because his role in American 
society is so great. Ours is an indus- 
trial society, and the customs and 
morals and attitudes of the business- 
man pervade our whole life. Virtually 
all of us in America have adopted in 
some degree the pragmatic ethical 
standards of our business society; and 
to that degree we have abandoned our 
ethical and religious traditions.” 


There are many evidences of what 
is called moral decay and the author 
refers to these few specifically: “Our 
American tragedy is that we fail to see 
the signs of our decay. But the signs 
are apparent in the vulgar ostentation 
of all around us, in the sexual laxity 
revealed in the Kinsey studies, in the 
demoralization of American captives in 
the Korean war, in the wide-spread 
defiance of law. The signs are ap- 
parent in our general toleration of 
wrongdoing, which is itself an evil and 
corrupting force.” 

Is the author just a “calamity 
howler” or is he a man of wisdom, like 
predecessors whose prophecies were 
later borne out by history? In_ this 
connection he points out: “Human 
history is studded with the ruins of 
empires that came to a similar pass. 
Nations have been wrecked because 
they lacked an overriding moral goal 
to which individuals could commit 
themselves. History shows us that 
when we become success-dominated, 
we lose sight of our real reasons for 
living.” 

Accountants who are members of 
professional societies have voluntarily 
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agreed to be bound by a code of ethics, 
Though violations sometimes occur, 
the very existence of a code is an 
evidence of enlightenment and pro. 
gress. Thus, it may be said of account. 
ants, as one segment of the business 
community, that they have undertaken 
to place their activities on the high 
moral plane espoused by Professor 
Finkelstein. However, one specific 
complaint levelled at businessmen, 
namely that .they are guilty of filing 
tax returns that are sometimes im- 
proper, must cause accountants con- 
siderable concern. However bad this 
situation may be, it might have been 
much worse were it not for the proper 
advice and guidance of accountants. 
As professional men, educated and 
experienced, and as adjuncts of busi- 
ness management, we can play an im- 
portant social role in our daily con- 
tacts by encouraging professional con- 
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cepts in non-professional business ac- 
tivities. Let us be guided by Plato’s 
profound comment on education— 
“What is honored in the country will 
be cultivated there.” 


Max BLock, CPA 
New York, N. Y. 


AN INQUIRY AS TO 
FORM OF DISCLAIMER 


For some corporate clients which 
accountants service, the work per- 
formed consists of preparation of in- 
come tax returns and financial state- 
ments without audit. Since the state- 
ments are prepared without audit, only 
those accounts necessary to prepare 
the tax returns are analyzed, i.e., taxes, 
repairs, fixed assets, advertising, con- 
tributions. 


I now wonder if it is correct to use 
for this type of audit the following dis- 
claimer which appears in a pamph- 
let issued by the New York State So- 
ciety of Certified Public Accountants, 
dated April 28, 1958, and reprinted in 
THE NEW YORK CERTIFIED PUBLIC 
ACCOUNTANT, June 1958 issue. 


We have analyzed the accounts of the 
XYZ Corporation for the year for the pur- 
pose of obtaining information for the prepa- 
ration of its annual federal [and state] 
income tax returns. As an incident to that 
analysis, we compiled the accompanying 
balance sheet as of December 31, 195 , 
and the statements of income and surplus 
for the year then ended. 

These statements have not been audited 
by us and the groupings and classifications 
are based on the titles of the respective 
book accounts. We are accordingly not in 
4 position to express an opinion regarding 
the statements. 


Does the disclaimer imply that all 
the accounts in the general ledger have 
been analyzed although not audited? 
Or, would we be more explicit if the 
Paragraph began, “We have analyzed 
certain accounts of the XYZ Corpo- 
ration . . .”? 


Your opinion in this matter will be 
greatly appreciated. 


Harris H. GREENE, CPA 
Syracuse, N. Y. 


FORM OF DISCLAIMER 


A REPLY BY THE CHAIRMAN OF THE 
COMMITTEE ON AUDITING PROCEDURE 


I have read the letter of Harris H. 
Greene suggesting that the word “cer- 
tain” be inserted in the illustrative dis- 
claimer and believe that his point is 
well taken. May I point out that the 
illustrative disclaimers set forth in the 
bulletin of April 28, 1958 sent by the 
then President of our Society to the 
members are illustrative and not nec- 
essarily to be used intact in any spe- 
cific case. 

After rereading the Bulletin and Mr. 
Greene’s letter, I would be in favor of 
inserting the word “certain.” How- 
ever, in the case he mentions, I would 
prefer not to use the illustrative dis- 
claimer but would suggest the follow- 
ing: 

The above balance sheet and attached 
statements of income and retained earnings 
have not been audited by us and the group- 
ings and classifications are based on the 
titles of the respective book accounts. We 
are therefore precluded from expressing an 
opinion on these statements. 


Furthermore, I would prefer that in 
this situation no transmittal letter be 
included with the financial statements 
but that the above disclaimer be re- 
corded at the bottom of the balance 
sheet in order that it looks less like a 
so-called certificate and more like the 
disclaimer which it is intended to be. 
The other accompanying financial 
statements should bear a footnote re- 
ferring to the balance sheet footnote. 


STEPHEN CHAN, CPA 
(Eisner & Lubin) 
New York, N. Y. 
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Awards for Superior Scholarship 


New York State Society of Certified Public Accountants 
1958 - 1959 


Adelphi College 
Robert Landherr 


Brooklyn College 
Robert Gold 


Canisius College 
Thomas A. Michaels 


The City College of New York—Ber- 
nard M. Baruch School of Business 
and Public Administration 

Eli Kuperman (B.B.A.) 
William Cooper (M.B.A.) 


Clarkson College of Technology 
Stephen Charlop 


Columbia University—Institute of 
Accounting 
Sol L. Warhaftig 


Columbia University—Graduate 
School of Business 
Donald E. Aronson 


Cornell University—Graduate School 
of Business and Public Administra- 
tion 

William H. Wilson 


Fordham University 
Kevin J. O’Brien 


Hofstra College 
Michael Bellafatto 


Hunter College 
Arlie G. Lazarus 


Iona College 
Patrick D. Pilla 


Ithaca College 
Ray M. Gallow 


Le Moyne College 
Arthur J. Hewitt 


Long Island University 
Stanley Person 


Manhattan College 
Joseph F. Henn 


New York University—School of 
Commerce, Accounts, and Finance 


Marcel Shwergold 


New York University—Graduate 
School of Business Administration 


Gerald J. Slutsky 


Niagara University 
Edward I. Kizney 


Pace College 
Frank C. Perunko, Jr. 


St. Bonaventure University 
David Krahe 


St. Francis College 
Joseph Dolan 


St. John Fisher College 
Bernard L. Kost 


St. John’s University 
Robert H. Paczkowski 


Siena College 
Thomas H. O’Neill 


State University of New York— 
Harpur College 
David Eisenberg 


Syracuse University 
Ernest L. Kirk, Jr. 

University of Buffalo 
John L. Bentley 


University of Rochester 
Donald L. Krain 


Utica College of Syracuse University 
Walter C. Pasternak 


The award consists of a key in the design of the Society’s seal appropriately engraved, 


a scroll, and a one-year subscription to THE NEW YorK CERTIFIED PUBLIC ACCOUNTANT. 
It is granted annually to the member of the graduating class who has completed the 


registered accounting curriculum with the highest honors in accounting studies. 
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A STEADY FLOW OF READY CASH 
WILL PERMIT YOUR CLIENT TO DO 
MORE BUSINESS 


—— 


INVENTORY 
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_. 2 Mr. “Meadow Brook” 


If additional capital is the answer to your client’s problem 
for buying when the price is right to replenish his stock or 
raw materials, the Meadow Brook National Bank has the 
ready cash on “tap” for this purpose. A steady flow of 
































capital from the Bank can be arranged through our flexible 


revolving credit plan to solve your client’s problem. 


FOR FURTHER INFORMATION CALL MR. HENRY DENGEL 
I\Vanhoe 1-9000 — West Hempstead, N. Y. 
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MEMBER FEDERAL DEPOSIT INSURANCE CORPORATION 
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Another Year 





When this message finds its way to print, the present 
year will be drawing to a close and, as always, many of 
us will be approaching the New Year with high hopes 
and new resolves. Although our ambitions and yearn- 
ings usually fall far short of the mark, it is safe to say 
that most of us will go on hoping and striving. 

This is the time of year when we are given to reflec- 
tion. It is a time of stocktaking and valuations, a time 
of considering the events of the old year, of putting 
them in perspective and considering what, if anything, 
we have learned from our experiences. 

When we let our thoughts drift over the events 
of the last year, one that comes to mind is the scandal 
arising from the TV quiz shows. This scandal made 
the front page in our papers day after day and still con- 
tinues to have a prominent place in them. As we think 
of this much publicized affair, it seems to me that we can 
draw some useful parallels to incidents which we some- 
times encounter in our own professional lives. 

In the first place we see in this TV scandal fraud 
and collusion on a wide scale and at the same time we 
are witness to the personal tragedy of a young and 
respected intellectual from a distinguished family who 
falls victim to the idea that one can get something for 
nothing. How often we see such instances in our day 
to day life. Fraud and collusion unfortunately are some- 
thing that practicing accountants observe more often 
than they like. Fraud, when coupled with collusion, is 
always difficult to catch but it is ever so much more 
difficult when the individuals involved are officers or 
key employees. But while it is hard to detect irregu- 
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larities especially when collusion is present, some slight circum- 
stance or combination of circumstances usually create suspicion 
which, when they are explored, bring the irregularities to light. 
The margin of safety for one who is participating in irregularities 
is usually a narrow one. 

Then we think of the rationalization that occurred in the 
perpetration of the TV fraud. It was reasoned that the deception 
involved was really of benefit to the public in that it dramatized 
the intellectual life and would in the long run help education. 
This kind of rationalizing has a familiar ring to any accountant. 
What practicing accountant has not at some time had a client 
who, when he wished to increase earnings, did not attempt to 
rationalize sometimes with the flimsiest kind of reasoning and 
always with the plea that the end justified the means? These 
are temptations that an accountant knows all too well. 

Then we think of the kind of man who participates in 
irregularities and we think how frequently this individual is 
extremely personable, with the trust and confidence of everyone. 
There is a strange mixture of good and evil in us all and it is 
never very clear what the contradictions and circumstances are 
that tend to bring out the good or evil at any one time. 

Finally, we think of the importance of character in our 
profession. Through tests and interviews we can be reasonably 
sure in identifying intelligence but it is always difficult to recog- 
nize character. We tend to think that we are made great by our 
superior qualities but many are spoiled by them and prove 
inadequate to deal with the power involved in them. 

So as we start another year we, as professional men, shouid 
remember that the main purpose of our business life is to 
“profess” and that the standard of morals and ethics required 
of us is necessarily a much higher standard than that required 
for most people. It is only natural that we want to maintain 
an adequate standard of living but we should never forget the 
need to value something other than the material. If life is to 
have any meaning at all, it must serve some end which is 
impersonal and which is above the narrow dictates of self- 
interest and gain. 


THOMAS G. HIGGINS, 
President 
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Taxation And 


Foreign Investment 


By JEAN-PIERRE MARTIN 


Taxation of business profits when considered in relation to 
international ventures raises questions which go beyond the 


mere avoidance of double taxation. 


International tax relations 


reflect the different national approaches to the problem—a 
problem which assumes new importance when considering the 
fiscal and tax policies now unfolding in under-developed coun- 
tries and the recent trends in international investment. 


In the modern economy there are 
few investment plans or business ven- 
tures in which tax factors can be 
disregarded. These factors assume 
particular importance in the case of 
foreign investments and international 
ventures owing to the fact that several 
tax jurisdictions are involved. 

Tax considerations may determine 
the location and form of the enterprise 
abroad, as exemplified not only by the 
so-called “tax havens” but also by 
“third country locations” such as 
Canada, whose tax legislation con- 
tributes to the ability of Canadian 
investment companies and industrial 
enterprises to attract large amounts of 
foreign capital, especially from the 
United States. Of course, tax factors 
may be minor and rank well behind 





JEAN-PIERRE MARTIN, an_ economist 
on the staff of the United Nations Secre- 
tariat, holds the Ph.D. degree in Economics 
from the University of Paris. The views 
expressed in this article are entirely per- 
sonal and cannot be taken as reflecting the 
official position of the Organization. 


other influences, some of which might 
also be of a tax nature, e.g., the 
existence of custom barriers making 
sales in a foreign country dependent 
on the setting up of production facili- 
ties in that country. 

The influence of taxation on foreign 
investment should not be over- 
estimated; the largest United States 
investments abroad in manufacturing 
have been made in the United Kingdom 
in spite of the fact that the rates of 
British income taxes are among the 
highest in the world. A few years ago, 
an inquiry made among United States 
corporations investing abroad revealed 
that foreign investment companies 
invest abroad in the first place because 
the size of the market or source of 
supply indicates that an investment 
will be profitable. Taxes were not 
generally considered a serious impedi- 
ment to investment abroad but, in the 
opinion of the companies interviewed, 
changes in tax legislation were indi- 
cated as the principal step that the 
United States Government could take 
to provide an incentive for foreign 
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investment.!. This opinion may be 
seen as reflecting a typical taxpayer’s 
attitude. But the current reappraisal 
in the United States of the tax treat- 
ment of foreign investments cannot be 
explained in such simple terms. The 
discussion of “tax sparing” provisions, 
the proposals for “foreign business 
corporations,” the suggestions for 
generalizing the preferential rate now 
granted to Western Hemisphere cor- 
porations, etc., all evidence the funda- 
mental changes which have taken place, 
since the pre-war period, in both 
the role and the nature of both inter- 
national taxation and _ international 
investments. 


THE WORK OF THE LEAGUE OF NATIONS 


Initially, the main problem in inter- 
national tax relations was that of 
avoiding double taxation. As early as 
1928, a General Meeting of Govern- 
ment Experts on Double Taxation and 
Fiscal Evasion took place under the 
auspices of the League of Nations and 
prepared model bilateral conventions 
for helping the negotiators of bilateral 
agreements. Numerous tax treaties 
were concluded during the decade 
which preceded World War II. The 
progress made and the experience 
gathered during that period led the 
Fiscal Committee of the League of 
Nations to envisage revising the 1928 
models and providing further criteria 
for a more uniform and yet flexible 
approach to double taxation problems. 
Two regional tax conferences were held 
in Mexico City in 1940 and 1943; 
at these conferences, new model tax 
conventions were drafted which were 
submitted to the Fiscal Committee of 
the League of Nations meeting in 
London in 1946. At the London 
meeting, another model was prepared 


and proposed by the Fiscal Committee 
together with the Mexico model for the 
guidance of tax treaty negotiators. 

The Mexico and London models are 
very similar.2 The latter is more 
advanced as it takes into account 
certain innovations contained in con- 
ventions such as those between the 
United Kingdom and the United States, 
concluded since the 1942 meeting. In 
the Mexico model, the criterion for 
subjecting an enterprise to profit taxa- 
tion in a foreign country is the carrying 
out, in that country, of business or 
activities which do not merely take 
the form of isolated or occasional 
transactions; in the London model, the 
criterion is the existence in the foreign 
country of a “permanent establish- 
ment,” conceived as a “fixed place” of 
activities of a productive character, 
i.e., contributing to business earnings. 

The main divergence between the 
two drafts concerns the taxation of 
interest and dividends. While the 
Mexico model provides that dividends 
should be taxed in the country where 
the capital from which they are derived 
is invested, the London draft gives 
exclusive jurisdiction to the country 
in which the distributing entity has 
its fiscal domicile or “real center of 
management”—which means that, in 
case of foreign activities conducted 
through a branch and not through a 
subsidiary, the Mexico model recog- 
nizes the tax authority of the capital- 
importing country and the London 
model that of the capital-exporting 
country. As for interest income, the 
Mexico model provides for their taxa- 
tion in the debtor’s country and the 
London model for taxation in the 
recipient’s country. 

These divergences reflect the con- 
siderable difference in membership of 


1See Barlow and Wender, Foreign Investment and Taxation, Prentice-Hall, Inc., 1955. 
2See Fiscal Committee, London and Mexico Model Tax Conventions, Commentary 


and Text, League of Nations, Geneva, 1946. 
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the Mexico and London meeting. 
More precisely, they evidence, on the 
question of allocating taxing powers, 
the difficulty of reconciling the views 
of high-income (capital-exporting) 
countries and low-income (capital- 
importing) countries, when, beyond 
the desire to avoid overburdening the 
investor, the revenue preoccupations 
and fiscal policies of the governments 
involved are taken into account. These 
divergences foreshadowed, in the tax 
field, the coming to the fore of the 
problem of international cooperation 
for the economic development of 
under-developed areas. 


INTERNATIONAL TAX RELATIONS 
IN THE POST-WAR PERIOD 


The United Nations has not sought 
to modify or replace the model tax 
conventions proposed by the League 
of Nations, and its efforts to promote 
bilateral tax negotiations® have not 
brought into question the adequacy of 
the Mexico and London drafts. This 
may be attributed not only to the 
fact that the techniques for avoiding 
double taxation proposed in_ these 
drafts remain of current value but also 
to a shift of emphasis away from the 
mere avoidance of double taxation in 
modern international tax relations. 

This is not to say that countries 
conclude fewer tax treaties and neglect 
the harmonization of tax legislations 
for avoiding an overburdening of 
businessmen who venture abroad. In 
the International Tax Agreements 
series, a series which continues the 
League of Nations’ collection,* the 
United Nations publishes on a current 
basis the texts of the new agreements 
and amendments to existing ones as 


3 See United Nations, General Assembly, 
No. 21 (A 2890), Resolution 824(IX). 


well as a guide to these instruments 
which describes their status and imple- 
menting legislation. This information, 
which is gathered for reference pur- 
poses and for research and compara- 
tive studies, shows that the network 
of bilateral tax conventions is expand- 
ing. Most agreements, however, are 
between countries at a similar stage of 
economic development, more precisely 
among developed countries. Of course, 
there are exceptions to this pattern; 
e.g., the agreements concluded by the 
tax authorities of industrialized coun- 
tries with those of their present or 
former dependent territories to co- 
ordinate their taxing powers. The 
need to agree on a proper distribution 
of taxing powers with regard to ship- 
ping and air transport enterprises has 
also led to several treaties between 
under-developed and developed coun- 
tries. India and Pakistan resorted to 
an agreement for settling the tax issues 
resulting from the partition of India. 
In fact, it can be said that in recent 
years tax agreements involving under- 
developed countries have multiplied. 
Yet, the center of gravity of the net- 
work remains conspicuously away from 
such regions as Asia, the Far East and 
Latin America. 

Such a situation can only be at- 
tributable in part to the fact that the 
tax authorities of under-developed 
countries may have little to offer, by 
way of concessions in treaty negotia- 
tions, to those of highly developed 
economies. It should be kept in mind 
that the main purpose of double taxa- 
tion agreements is to provide for 
mutual adjustment of the unilateral 
measures of the contracting countries. 
Few are the countries like Sweden 


Official Records: Ninth Session, Supplement 


4See League of Nations, Collection of International Tax Agreements and International 
Legal Provisions for the Prevention of Double Taxation and Fiscal Evasion. 
_  5See United Nations, International Tax Agreements, Vols. VII to IX inclusive and 
Supplement to Vol. IX (United Nations Publications No. 58.XVI.1. 58.XVI.4 and 58.XVI.5). 
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which do not provide relief in their tax 
legislation but grant such relief in the 
framework of treaties such as those it 
recently concluded with Ceylon, India, 
Pakistan and the United Arab Re- 
public. 


TAX EXEMPTION AND TAX CREDIT 


A rough distinction may be made, 
among capital-exporting countries, be- 
tween those who refrain from taxing 
the profits made abroad and those who 
credit foreign taxes against the domes- 
tic tax liability incurred on account of 
these profits. The first category in- 
cludes the main industrialized countries 
of continental Western Europe, with 
the notable exception of the Federal 
Republic of Germany which recently 
adopted a foreign tax credit system 
similar to that in the United States. 
Whether based on the legal concept 
of allocating tax powers in favor of 
the country of source, as in France 
and Italy, or on an extension of the 
notion of credit, as in the Netherlands, 
exempting profits made abroad gives 
to the capital-importing country con- 
trol of the tax position of the foreign 
investor, at least as long as the latter’s 
activities are conducted through a 
branch. The right to tax dividends in 
the hands of the shareholders is often 
claimed by the authorities of the same 
countries which abandon the right to 
tax profits to the country of operation, 
under the same principle of taxation 
at the source—the source of the capi- 
tal in this case, and not the location 
of the lucrative activity. In reality, 
however, major exceptions are made. 
In France, for instance, no propor- 
tional tax is levied on dividends re- 
ceived in France from companies hav- 
ing their seat in the French Com- 
munity and treaties with French West 


Africa, French Equatorial Africa and 
French Oceania extended this uni- 
lateral relief to dividends paid out of 
profits derived from those areas. In 
general intercompany dividends are 
exempt or taxed at special low rates 
in the hands of the parent company. 
On the whole it can be said that 
France, Italy, the Netherlands, Switz- 
erland and also Belgium (where in- 
come from foreign investment is taxed 
but at greatly reduced rates) let the 
foreign investor choose his tax treat- 
ment by choosing the country in which 
he will operate. 

The unilateral relief available in 
the United States, in the United King- 
dom® and now in the Federal Republic 
of Germany is more influenced by the 
principle that all the taxpayers within 
the same national jurisdiction should 
bear the same tax burden on the same 
income or profit. The credit system 
prevents double taxation as long as 
the taxes paid in the country of opera- 
tion are not higher than the rates to 
which the investor is subjected at 
home. This situation usually prevails 
in the case of investment made in 
under-developed countries, as income 
tax rates in these countries are gener- 
ally lower than those in force in indus- 
trialized countries. The credit system 
also enables the capital-importing 
country to increase its tax rates up to 
the higher level of the rates applied 
in the capital-exporting country. In- 
asmuch as the taxes paid in the coun- 
try of operation are eligible for the 
foreign tax credit, the investor does 
not suffer from such an_ increase. 
Neither does he benefit from any 
lowering of rates that the capital-im- 
porting country may be offering with 
the view to stimulating foreign invest- 
ment. Such lowering will only result 


6In the United Kingdom credit was at first given only for taxes paid within the Com- 
monwealth; a few years ago, it was extended to taxes paid on profits made anywhere outside 


the United Kingdom. 
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in a lower amount to be credited 
against the domestic tax liability and 
it will only benefit the United States 
Treasury, in the case of a United 
States investor. 

What makes this an important prob- 
lem is that, however pressed for reve- 
nue the authorities in under-developed 
countries may be in their attempts to 
provide for the basic requirements of 
their economies, they are equally con- 
cerned about fostering investment by 
offering an attractive tax treatment to 
investors whose activities are con- 
sidered as a contribution to the eco- 
nomic development of the country. 


DEVELOPMENTS IN CAPITAL- 
IMPORTING COUNTRIES 


Attractive tax treatment does not 
necessarily mean tax privileges. One 
important element of progress sought 
in under-developed countries with the 
help of international tax experts is the 
simplification and rationalization of 
often antiquated tax systems operating 
under confusing conditions such as un- 
clear or conflicting legal provisions, 
differences between law and practice, 
changing character of legislation, etc.— 
all factors which complicate the deci- 
sion-making of the investor regarding 
locational choice or corporate struc- 
ture, when they do not altogether dis- 
courage him. With the help of tech- 
nical assistance such as that provided 
by the United Nations, under-devel- 
oped countries also attempt to improve 
the effectiveness of their taxes and their 
usefulness in terms of economic policy 
by tying their operation to the produc- 
tivity of such activities as mining and 
agriculture. But beyond these various 
efforts toward modernization and effi- 
ciency, provision is often made for tax 
benefits to private investors. The pre- 
vailing philosophy is epitomized in the 





recognition by the Economic and So- 
cial Council of the United Nations that 
“relatively lower taxation in force in 
the under-developed countries, as com- 
pared with capital-exporting countries, 
is one of the attractions that under- 
developed countries may be in a posi- 
tion to offer to foreign capital.” 7 

Few capital-importing countries have 
been able to go very far in offering 
the investor improved sites and basic 
services such as roads, power lines, etc. 
But in recent years many capital- 
importing countries have, within the 
framework of investment laws or other- 
wise, adopted measures aimed at giving 
the investor the assurance that, during 
the initial period of his venture, taxa- 
tion will not be a problem. Outright 
income tax holidays or reduced rates 
for periods varying from three to five 
years are often encountered, with or 
without a gradual progression toward 
tax liability. The expansion of existing 
enterprises is also favored through 
liberal depreciation and related allow- 
ances and through tax discrimination in 
favor of reinvested profits. Imports 
of machinery or raw materials which 
are not available in the country are 
generally free from duty or subject to 
preferential rates. The concessions vary 
considerably from country to country, 
although some common features are 
found in the countries whose tax sys- 
tems have the same origin; for instance, 
the most common selective tax con- 
cessions offered in British overseas 
territories are those coming under the 
so-called “pioneer industry” legisla- 
tion, and in several countries within 
the French Community can be found 
the same “long-term tax schemes” 
which may guarantee for a maximum 
of fifteen years that the tax obligations 
of an enterprise investing large amounts 
of long-term capital will not be altered. 


7 See United Nations, Economic and Social Council, Official Records: Sixteenth Session, 
Supplement No. 1 (E 2508), Resolution 486 (XVI) of July 9, 1953. 
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In countries having balance of pay- 
ment difficulties and resorting to ex- 
change controls, the tax advantages are 
often coupled with provisions of par- 
ticular importance to the investor, i.e., 
the provisions governing profit remit- 
tances and the repatriation of the in- 
vestment. Most common are provisions 
spreading over five years the repatria- 
tion of capital after the lapse of a 
period of one or more years; profits 
remittances are usually limited to a 
percentage of the invested capital, at 
rates varying between 10 and 15 per- 
cent per annum. 

The multiplication of provisions 
aimed at stimulating private investment 
has been accompanied, in many of the 
low-income countries offering them, by 
the setting up of specialized bodies for 
their administration. Called Investment 
Centers, Committees or Boards, these 
bodies, which often operate at the 
ministerial level, determine on indi- 
vidual application whether the pro- 
spective investor is entitled to special 
treatment. The criteria, which are 
sometimes defined by these bodies 
themselves, are centered on the notion 
of “usefulness to the economy,” the 
usefulness being most of the time con- 
ceived in terms of contribution to the 
industrialization of the country. 

Enough experience has not yet been 
gathered on the functioning of these 
bodies which have the difficult task of 
weighing the expected advantages of 
any particular investment project 
against the probable costs in foreign 
exchange and in government revenue 
of the concessions and benefits to be 
granted. Undoubtedly, the administra- 
tive machinery makes it possible to 
implement, with greater flexibility, in- 
centive legislation which otherwise 
would have to be very complicated and 
would require the closest coordination 
among the authorities involved, e.g., 


8 See note 7, supra. 
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the customs administration and the in- 
come tax administration. But incen- 
tives and, more particularly, tax incen- 
tives can only be effective if the inves- 
tor is confident that his investment can 
be a profitable venture under safe 
political, social, and economic condi- 
tions. Whether or not the prospective 
investor is ready to accept the assur- 
ances that his assets will not be con- 
fiscated or nationalized without due 
compensation is probably a more im- 
portant question than whether or not 
special tax benefits are available. Once 
the question of the “investment cli- 
mate” has been settled, however, and 
once the risks of inconvertibility or 
non-transferability have been removed 
or insured against, the availability of 
tax incentives becomes an important 
consideration, but the effectiveness of 
those incentives, at least with regard 
to profit taxation, is conditioned by the 
treatment granted to profits from for- 
eign investment by the capital-export- 
ing country. 

The incentives offered by capital- 
importing countries may be without 
effect if the treatment is such as to 
increase correspondingly the investor’s 
domestic tax liability. Incentive as well 
as revenue considerations may lead to 
the proposition that “the highly-de- 
veloped countries, acting unilaterally 
or when concluding tax agreements, 
should give special consideration to 
the feasibility of taking action to en- 
sure that such income is taxable only 
or primarily in the country in which 
the income was produced.” The fore- 
going was recommended by the Eco- 
nomic and Social Council of the 
United Nations.’ it should be noted 
that in most cases the tax incentives 
are intended for all investors, whether 
foreign or domestic, the main consider- 
ation being the economic usefulness of 
the investment. But domestic capital 
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resources are often so scarce and so 
difficult to mobilize for the financing 
of large projects that, to a varying but 
nearly always important extent, they 
are addressed to foreign investors. 


NEW TRENDS IN FOREIGN INVESTMENT 


In recent years, efforts have been 
made and continue to be made toward 
altering the strict functioning of the 
foreign tax credit system. In the United 
Kingdom, the creation of overseas 
trade corporations now makes it a 
simpler matter for investors engaged 
in operations abroad to avoid United 
Kingdom taxation on the profits re- 
sulting from these operations until they 
are distributed to shareholders in the 
United Kingdom. The same possibility 
which until recently was available in 
Canada,” has been discussed for some 
time in the United States and the crea- 
tion of foreign business corporations is 
now advocated in several proposals 
made to the legislative and executive 
branches’ with a view to alleviating 
the domestic treatment of profits from 
foreign investment, at varying costs 
for the United States Treasury. Affect- 
ing more directly the foreign tax credit 
system is the “tax sparing” provision 
which was included in a tax agreement 
negotiated between Pakistan and the 
United States but was finally omitted 
from the agreement as approved by the 
Senate. The principle of allowing in- 
vestors to credit against their domestic 
liability not only taxes paid in the 
foreign country but also such taxes 
which would have been paid there 
had it not been for the benefits pro- 
vided under incentive legislation, raises 





difficulties beyond its revenue implica- 
tions; it implies negotiations with the 
governments involved and proper de- 
termination of the taxes which are 
to be credited although not paid be- 
cause of such incentive legislation. 

Beyond the taxpayer’s interest, the 
recent reforms and proposals for re- 
forms are motivated by the increased 
importance assumed by foreign private 
investment and also by the changes 
which have occurred in the interna- 
tional flow of private capital since the 
pre-war period." 

Before World War I, major inter- 
national investment activity consisted 
in’ public flotations of government 
bonds. The world depression, defaults, 
currency depreciations and restrictions 
all contributed to the virtual halt of 
this form of investment after 1930 
During the inter-war period, the re- 
duced level of portfolio investments 
and the rise of direct investments made 
these two main components of the in- 
ternational flow of private capital of 
comparable importance. After World 
War II, direct investment came to 
account for the bulk of international 
investments. Of late, there has been 
some revival in flotations of govern- 
ment bonds on the world’s capital 
markets, especially in the United States 
where purchases of foreign bond issues 
reached a record level in 1958, total- 
ing almost $1 billion. Except for 
Canadian issues and those of the Inter- 
national Bank for Reconstruction and 
Development, it should be observed 
that a large portion of the dollar bonds 
issued in the New York market have 
been bought by non-residents of the 


9 Early in 1959 the Canadian Government asked Parliament to amend the legislation 
in order to disqualify companies applying after January 1, 1959 from benefiting from the 


status of foreign business corporations. 


10 Cf. the bill introduced in Congress by Representative Hale Boggs. See also Report 
of the Committee on World Economic Practices, January 22, 1959 and Expanding Private 
Investment for Free World Economic Growth, a special report prepared at the request of 
pr Department of State under the direction of Ralph I. Straus, Washington, D. C., April 

9, 


11 See United Nations, The International Flow of Private Capital, 1956-1958, United 


Nations Publication Sale No. 59., II.D.2. 
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United States, attracted by the dollar 
feature of the bonds and also by the 
fact that interest on these bonds is not 
only higher than the yield of United 
States government and corporate bonds 
but also exempt from United States 
withholding tax. In spite of this re- 
vival, direct investments, whose rising 
trend appears to have been little 
affected by the recent recession, remain 
of prime importance. 

Taking together the commitments of 
fresh entrepreneurial capital and re- 
tentions of profits by foreign branches 
and subsidiaries, direct investments re- 
main by far the major component of a 
total outflow of private long-term capi- 
tal which has reached an average level 
of $4 billion a year for the period 1955 
to 1958. It is estimated’? that approxi- 
mately half of this total outflow is 
going to under-developed countries. 
This does not compare unfavorably 
with the flow of official grants and 
loans made to these countries by the 
more developed and industrialized ones. 

The needs of under-developed coun- 
tries for foreign capital have been esti- 
mated to exceed by several billion dol- 
lars the external resources currently 
made available to them, in their strug- 
gle to improve the levels of living of 
fast-growing populations. An encour- 
aging development is the emergence of 
the industrial countries of Western 
Europe from a long process of recon- 
struction with renewed ability to ex- 
port investment capital while satisfy- 
ing their own requirements for eco- 
nomic growth. The obstacles of incon- 
vertibility and exchange restrictions 


12 Jhid., Summary and Conclusions. 


have been reduced and the creation 
of the European Economic Community 
may be expected to stimulate private 
investment without as well within the 
Common Market. Under such condi- 
tions, lack of progress in the tax field 
would become apparent if it were to 
hinder private investors in their con- 
tribution to meeting the challenge of 
economic development or, more sim- 
ply, in their efforts to compete success- 
fully with the investors of other nations, 

It is not realistic to conceive of a 
future when it will be impossible to 
speak of tax incentives and of impact 
of taxation on capital movements be- 
cause of the disappearance of tax ob- 
stacles and deterrents. There will 
always be structural differences among 
countries, resulting in differences in 
taxation and in tax changes affecting 
capital movements. Taxation will 
always be a complex matter which the 
increasing differentiation of economic 
life will complicate further. And the 
demand for tax experts will continue 
to increase. But both tax experts and 
private investors join with governments 
in asking for a better adaptation on the 
international plane. The rules and 
regulations applying to taxpayers who 
carry out business in more than one 
country gain in relative importance 
with the lessening of the political and 
economic impediments to foreign trade 
and investment and they would indeed 
come to have an adverse effect on 
movements of long-term capital if they 
were not adjusted to meet the require- 
ments of an increasing international 
investment activity. 
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Second and Concluding Part 


Duplicating Equipment in 
An Accountant's Office 


By IRWIN WINSTEN, CPA 


DIAZO 


Now we are ready to consider a 
second group of duplicating devices 
that are somewhat similar to the photo- 
copiers. These are called the diazo or 
whiteprint machines. Photocopy ma- 
chines can duplicate almost any writ- 
ten material, whereas diazo is best 
suited to copy originals that are writ- 
ten or printed on translucent paper or 
film. 


DESCRIPTION OF PROCESS 


The operation of a whiteprint ma- 
chine is very similar to the two-step 
photocopy process. First the copy pa- 
per is placed face up over the original 
and fed into the print section of the 
machine. A conveyor moves the sheets 
around an ultra-violet lamp that sends 
rays through the translucent areas of 
the original and “burns out” the dye 
on the copy paper. Certain violet dyes 
do not block the lamp rays and can 





IRWIN WINSTEN, CPA, is a member of 
our Society's Committee on Auditing Pro- 
cedure and the Advisory Committee on 
Application of Statistical Sampling to 
Accounting and Auditing. Mr. Winsten is 
a partner in the firm of Homes & Davis, 
certified public accountants. 


be used to mark the original when 
reproduction is not desired. After ex- 
posure the original drops out and the 
copy paper passes through a develop- 
ing section. Two developing methods 
are available. In the ammonia (or 
dry) process, the copy is developed in 
ammonia vapor. By contrast the wet 
process passes the copy between roll- 
ers saturated with developing solution 
and then through heated air for dry- 


ing. 
AMMONIA VS. LIQUID PROCESS 


The chief limitation of the ammonia 
process, and often a critical one, is the 
discomfort of working in the presence 
of ammonia fumes. Carefully designed 
venting facilities can reduce this prob- 
lem to a minimum. The success of 
‘his venting depends to some extent 
on the nature of air conditions at the 
point at which the fumes are dis- 
charged. In some installations it is 
also necessary to consider whether 
people in nearby areas, such as on 
upper or lower floors, may be dis- 
turbed by the fumes. Offsetting this 
potential deterrent are the following 
advantages: 

1. Because this is a dry process, 


Ed. Note: Part one of this article appeared 
in the December 1959 issue. 
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there is no problem of heat dissipation 
(from the hot air used in the wet 
process) and copies maintain more 
precise dimensions. The cycle time is 
also shorter. 

2. The process is cheaper because 
ammonia developer is cheaper than 
liquid developer. 

3. The color of the image depends 
solely upon the copy paper selected. 
In the wet process the color of the 
image depends upon the developer so- 
lution. Therefore under the latter pro- 
cess it is necessary to stop the machine 
and wash out the developer tray be- 
fore the image color can be changed. 
Of course this may not always be a 
blessing because it proliferates the 
problems of handling various sizes and 
types of copy paper. 

4. Maintenance is simpler because 
the daily cleanout of developer in the 
developing tray and rolls is not re- 
quired. 

MAINTENANCE 

As noted above, equipment using 
the liquid process must be cleaned out 
daily because dried developer will de- 
posit a residue in the machine. This 
cleaning operation will take about 10 
to 15 minutes. Annual maintenance 
contracts for small units run around 
$50 per year; sixteen to twenty inch 
units cost around $75 per year. Re- 
placement parts are extra. Chief 
causes of trouble are burned out or 
dirty light tubes. This can be mini- 
mized by keeping the machine in 
continuous operation during the day 
once started. 


TECHNICAL LIMITATIONS 


Probably the most critical limitation 
of the diazo process is the fact that 
originals must be sufficiently translu- 
cent to permit adequate reproduction. 
Highly translucent materials with good 
contrast can be duplicated at maxi- 
mum speed. The process speed de- 


28 e 


THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT 


creases as the background paper be- 
comes more opaque. Poor contrast on 
the original usually means that there 
will be poorer contrast in the diazo 
copy. A reflex process for duplicating 
opaque copy is available but it is so 
clumsy and expensive that its use is 
severely limited. 

However this virtual restriction to 
translucent materials still leaves a wide 
range of suitable material. For one 
thing, if diazo duplicating is antici- 
pated, any internally originated form 
can be printed on translucent stock. 
In addition, films can be created by 
various types of photocopy processes, 
so that the cheaper diazo process can 
be used to turn out multiple copies of 
an opaque original. 

As with the photocopy methods, 
diazo duplication is limited to the 
same size as the original. While copy 
paper is not as light sensitive as some 
photocopy papers, it still must be pro- 
tected from light exposure. One 
marked difference from photocopy is 
that four image colors are available. 

A “warm-up” period of about 20 to 
25 minutes is required to bring the 
light tube up to operating intensity. 
After shut-off a delay of 20 to 25 min- 
utes is required before the machine 
can be turned on again. 


SPEED 


The following schedule offers a 
rough guide to speed possibilities as- 
suming (a) translucent original with 
maximum contrast, (b) fairly new 
light tube, and (c) a dextrous opera 
tor: 





84x11 8Y¥xil 
Size of Multiple copies of One copy 
machine same original per original 
9” 175/hour 175/hour 
16-20” 55()/hour 1000/hour 
26” 1000/hour 2500/hour 


The relatively faster speed of the 
larger machines is due to the increased 
light intensity. 
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COPY PAPERS 


In general, the diazo process offers 
more variety of copy than photocopy. 
The following assortment is available: 

Four weights: 17 pound, 20.5 
pound, 24 pound, and card stock. 

Five colors: green, blue, pink, yel- 
low, salmon (except card stock). 


Transparent: films are used to 
make intermediates. 
Duplex: for obtaining two-sided 


copies. When duplex copy paper is 
used it is necessary to catch the paper 
after the first exposure before it is 
developed. 

Various: special copy papers and 
cloths. 

Four image colors: black, brown, 
red, blue. 


COST OF EQUIPMENT, 
PAPER AND SUPPLIES 


Whiteprint machines vary in size 
from small desk top units (from 9 
to 11 inch throats costing approxi- 
mately $500) to large floor units with 
54 inch throats. Most popular with 
accountants, in addition to table top 
units, are floor units with 16 to 20 
inch throats that cost from $1,300 to 
$1,800. In most cases a separate elec- 
tric circuit is required. Some of the 
faster units require 220V A. C. 

Paper costs (per 100 sheets, 842 x 
11) and supplies approximate: 


20.5 pound, white $1.00 
20.5 pound, color 1. 
Card Stock 2.50 
Translucent film 3.00 
Developer (prepares 

1 quart) 0.50 


(Good for 1 day to 1 week de- 
pending on machine size and usage.) 


TAX RETURNS 


The diazo process appears to be the 
most popular method for preparing 
tax returns both for the Federal Gov- 
ernment and for a number of states 


including New York. The ability to 
make “‘non-reproducible” markings on 
the original (using special pencils) 
facilitates use in the accountant’s office. 
In order to use this process special 
blank forms printed on translucent 
paper must be purchased. Four types 
of forms are available. All types are 
acceptable for federal and New York 
State tax purposes with the exception 
that the folder type is not recom- 
mended for forms filed with the New 
York State Corporation Tax Bureau 
because of the two-sided copy re- 
quirement. 

Folder. For use where volume war- 
rants the purchase of a machine with 
a throat 17 inches or wider. The sepa- 
ration of the original and copy is 
usually automatic. This type is not 
recommended for forms filed with the 
New York State Corporation Tax 
Bureau. 

Flat. For use when two-sided copies 
are required or when smaller machines 
are used. The use of two-sided copies 
does save on filing space and simplifies 
folding. This is offset by the extra 
difficulty in catching the copy before 
it is developed to rerun on the other 
side. 

Single pages. For use when it is un- 
necessary and undesirable to file all 
the pages of the return. Single pages 
also are the simplest to correct since 
it is unnecessary to rewrite an entire 
form. They are usually clumsy because 
four or more pads are required to pre- 
pare an entire return. 

Padded sets. For use when flats 
cannot be run. When tax returns are 
purchased in padded sets, a few sin- 
gle page pads are also purchased to 
take care of corrections. 

The chart on page 30 will give some 
indication of the relative costs of 
printed tax forms and copy paper. 
Costs in the 100 column represent 
costs per hundred copies when sup- 
plies are bought in lots of 100 sheets 
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(100 tax forms and/or 100 sheets of 
copy paper). Costs in the 500 column 
represent costs per hundred copies 
when supplies are bought in lots of 
500 sheets. Costs of printed originals 
can be obtained by subtracting the 
amount in parentheses from the cor- 
responding amount directly above. 
The amount in parentheses represents 
the cost per additional 100 copies. 
The term NA indicates that the form 
is not available. 


APPLICATIONS 


In addition to the preparation of 
tax returns, the diazo machine can be 
put to many other uses in the account- 
ing office. Some applications that come 
to mind are as follows: 

1. Duplicate schedules and inserts 
for tax returns (on preprinted translu- 
cent forms or translucent analysis pa- 
per). 

2. Duplicate pro forma worksheets. 
These worksheets can be used as illus- 
trative examples with all data filled in, 
or can be used to facilitate audits by 
eliminating the need of writing top 
and side captions. 

3. As noted above, it is possible to 
obtain “intermediates” with this pro- 


cess. For example, a typed translucent 
pro forma report can be used to pro- 
duce a translucent intermediate. Prior 
year comparative figures can be 
“stripped in.” The staff accountant 
can then prepare current year figures 
on the intermediate. (For office refer- 
ance, combinations and explanations 
can be entered with “non-reproducible 
pencil.”) The intermediate can then 
be run through the machine to provide 
a final report, thus virtually eliminating 
all of the mechanical requirements of 
producing the report. The advantage 
of this method is speed and simplicity. 
There are two major disadvantages. 
The final copy will be a combination 
of handwritten and typed characters. 
In addition the report will be on paper 
which cannot compare in quality with 
fine bond paper, and which tends to 
turn in color with the passage of time. 

4. One diazo copy of each typed 
report can be prepared. This copy 
can be used as the office copy and 
also is available for reproduction if 
extra copies are required. 

5. Duplicate form sketches for sys- 
tem reports. 

6. Print staff time reports on trans- 
lucent paper. Duplicate one copy of 





RELATIVE Costs OF PRINTED TAX FORMS AND Copy PAPER 
(Per 100 sets of one translucent original and one copy) 











Collated Single 
Flats Folders Sets Pages 
100 500 100 500 100 500 100 500 
. -. i $ $ $ $ $ 
U.S. 1040 11.09 6.95 ib | 7.719 13.40 8.90 11.40 9.50 
(3.09) (2.45) (351): G23) (5.40) (3.50) (5.40) (3.50) 
U.S. 1040—C NA NA NA NA 8.05 6.45 6.05 4.95 
(3.05) (1.95) (3.05) (1.95) 
U.S. 1040—D NA NA NA NA NA NA 2.85 227 
(1.35) (0.87) 
U.S. 1120 28.10 23.74 30.48 25.94 28.88 22.02 23.88 21.02 
(4.10) (3.74) (6.48) (5.94) (8.88) (6.02) (8.88) (6.02) 
U.S. 1120—D NA NA NA NA 7.48 5.50 NA NA 
(1.48) (1.00) 
N.Y. 201 11.09 7.45 12:22 8.79 13.92 10.00 13.92 11.20 
(3.09) (2.45) (4.22) (3.79) (5.92) (4.00) (5.92) (4.00) 
NY. 3CT 23.51 20.18 25.00 22.46 26.96 22.20 NA NA 
(3.51) (3.18) (5.00) (4.46) (6.96) (4.40) : 
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each time report for each assignment 
listed. File the copies by assignment. 
The copies can then be used to sum- 
marize staff time without the need of 
posting to time summary forms. 

7. Duplicate staff bulletins. 

8. Prepare adjusting journal en- 
tries on translucent worksheets. Enter 
worksheet page references, memos, 
etc. with “non-reproducible pencil.” 
After the report is approved give a 
duplicated copy of the entries to the 
client. 

9, Whenever more than a few 
copies are required and photocopy 
equipment is available it is usually 
cheaper to prepare translucent masters 
and then reproduce on diazo. The 
break-even point depends on the pho- 
tocopy equipment and operator skill. 


EVALUATION 


As compared with photocopy de- 
vices, all except the very smallest diazo 
machines require a higher initial invest- 
ment. However this investment will 
usually be offset in a short period of 
time by lower costs of materials and 
faster reproduction time. Diazo is de- 
signed to reproduce internally origi- 
nated forms and papers. Photocopy 
is better suited to copying outside ma- 
terials. Larger diazo units can handle 
virtually any size worksheet. Adding 
these considerations to the wide ac- 
ceptance of this process for tax returns 
by the Federal and State governments 
makes diazo duplicating an extremely 
useful process for the accounting office. 


REPRESENTATIVE VENDORS 


The following are representative 
vendors of diazo equipment: Ammonia 
process—Ozalid; C. F. Pease Co.; Peck 
& Harvey. Liquid process—Bruning. 


HECTOGRAPH 


Now we are ready to discuss a com- 
pletely different family of duplicators, 
a family that bridges the gap between 


photographic methods discussed above 
and the printing press. These dupli- 
cators differ from photocopy devices in 
that they require preparation of a mas- 
ter. After the master is placed in the 
machine, copies can be prepared at 
comparatively high speed. Since spe- 
cial sensitized paper is not required, a 
wider choice of paper is also available. 

Although the word “hectograph” 
may sound unfamiliar, this is really 
a very common duplicating technique. 
Most of us have seen hectograph dupli- 
cators in many business offices, but 
the trade names are so popular that 
their generic name is almost forgotten. 


DESCRIPTION OF PROCESS 


Under the hectograph method, a 
master is prepared by depositing a dye 
(in reverse image) on the back of 
“master” paper. The master can be 
prepared in many ways—manually, on 
typewriters, and on business machines. 
Even pressure is required. Master sets 
which include hectograph carbons and 
a protective slip-sheet are popular. 
Masters can be preprinted to facilitate 
registration. Carbons are available in 
many colors, and more than one color 
can be used on a master since the 
printing dye is transmitted from the 
carbon to the back of the master. Pur- 
ple usually gives best results; good 
black copies are difficult to obtain. 
Blue, green and red are also available. 

After the master is completed it is 
inserted on the drum of the duplicating 
machine. (When the rarely used gelatin 
process is employed as distinguished 
from the popular spirit process, the 
dye image is transferred to a gelatin 
roll.) A fluid is then used to transfer 
the dye image from the master onto 
copy paper. For best results copy paper 
usually is a good grade of sulfite paper 
with an absorbent finish. This paper 
can be printed or engraved before 
hectograph duplication. Paper used in 
the hectograph process has a finer 
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appearance than paper used in photo- 
copy or diazo. 


OPERATING PROBLEMS 


When considering this process, three 
potential problems must be discussed. 
The first is registration. Any careless- 
ness in preparing the master, aligning 
it on the machine drum, or positioning 
blank paper in the feed tray will lead 
to poor registration. In addition, if 
the operator permits the drum to turn 
after the master has been moistened, 
and there is no paper to receive the 
image, the dye will offset on the pres- 
sure roller and then print on the back 
of succeeding copies. 

The handling of the duplicating car- 
bon can also be a problem since the 
dye leaves stains that are difficult to 
remove without special solvents. 

However in the hands of a skilled 
operator, once the machine has been 
properly set, copies can be turned out 
at 50 to 100 per minute. Since the 
process slowly removes the dye from 
the master, the maximum number of 
copies per master varies from about 50 
(for black) to 250 (for purple). If 
more copies are required it may be 
possible to prepare a number of mas- 
ters simultaneously. It is also possible 
to file a master (if not used up) for 
rerun at a later time. 

In order to eliminate some of the ob- 
jections to the handling of hectograph 
carbon, the Azograph and Chemograph 
processes were developed. These proc- 
esses are similar to hectograph except 
that the image is formed by the combi- 
nation on the copy paper of the chemi- 
cal image transferred from the master, 
and the duplicating fluid. Copies are 
dark blue or black and run size is lim- 
ited to 100 copies. 


COSTS OF EQUIPMENT AND PAPER 


Hectograph duplicators range from 
small hand models, designed for ad- 
dressing envelopes, to large models de- 


signed to accommodate two masters 
simultaneously and for automatic paper 
feed. Prices for machines designed for 
normal office use will range from $500 
to $1,000. Master sets of 8% x 1] 
cost about $5 per hundred; 8% x 11 
copy paper about 35¢ per hundred. 


TAX RETURNS 


It is permissible to use the hecto- 
graph process to prepare tax returns. 
Government tax forms are used as 
masters and copies are run off on 
forms specially printed on copy paper. 
The costs of these printed forms are 
similar to the costs of printed trans- 
lucent originals. However, whereas 
diazo requires one printed form for 
each return, hectograph requires one 
printed form for each copy of each 
return. Consequently, the most pop- 
ular applications of this process in 
the accounting office are for repro- 
duction of reports and staff bulle- 
tins. The reason for this is that 
the process is oriented to producing 
many copies from each master. While 
it is true that in certain systems appli- 
cations masters are run a number of 
times producing a few copies with each 
run, many operating problems make it 
rather difficult to duplicate tax returns, 
particularly as regards form registra- 
tion, handling of masters and copies, 
and corrections. So far as I have been 
able to determine, the availability of 
tax forms printed on copy paper is 
severely limited. 

In a sense, this form of duplicating 
should interest the accountant more in 
terms of what it can do for his clients 
since it is very versatile in many data 
processing situations. However since 
a discussion of systems applications 
would be quite extensive and falls out- 
side the scope of this article, it is 
suggested that any interested reader 
can obtain required information from 
the manufacturers themselves and 4 
wide choice of available literature. 
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REPRESENTATIVE VENDORS 


The following are some representa- 
tive vendors of hectograph equipment: 
A. B. Dick; Ditto, Inc.; Rex-O-Graph; 
Standard Business Machines Corp. 


OFFSET 


Offset duplicating is similar to spirit 
hectograph in that it also requires the 
preparation of a master that is placed 
on a cylinder and is the basis of trans- 
ferring an image to the copy paper. 
But while the machines may look simi- 
lar, there is a marked difference in 
technique and application. 


DESCRIPTION OF PROCESS 


Offset is based on the incompat- 
ability of oil and water. An oil-base 
image is placed on the offset plate 
(in a positive image, not reversed 
as in hectograph). As the plate turns 
in the offset machine it is subjected to 
the following: 

1. The master is moistened with 
water, which leaves everything wet 
except the image. 

2. The master passes under the ink 
roller and picks up the oil-based ink on 
the image. 

3. The master comes in contact with 
a blanket cylinder that picks up the 
image from the master and passes it 
onto the copy paper. 

Masters can be prepared in so many 
ways that it would be impracticable 
in this article to describe all of them. 
Methods vary from simple techniques 
such as handwriting and drawing to 
complex forms of photographic trans- 
fer. Photocopy devices, business ma- 
chines and typewriters can create off- 
set masters. The one basic require- 
ment is that all duplicating materials 
are formulated for offset platemaking. 
A full range of supplies is available. 
Additional flexibility is offered by a 
choice of plate materials. Direct- 
image paper plates can be used for 


runs up to 1,000 copies. Photographi- 
cally processed plates made out of 
metal are good for 5,000 copies and 
more. 

Since an ink font is used with the 
offset machine, only one color image 
can be produced with each run. Addi- 
tional colors can be added on subse- 
quent runs, but this involves careful 
cleaning and alignment. 

Offset duplicating is very close to 
true printing and requires a greater 
degree of skill for successful operation 
than any other duplicating method 
mentioned above. However when 
properly used, this method can turn 
out copy that is excellent in appear- 
ance. Since it also affords the widest 
flexibility in the choice of copying pa- 
pers (this is the only process permit- 
ting the use of rag content papers), the 
resulting product can be superior both 
in image and paper quality. The proc- 
ess is also the fastest—once the ma- 
chine and master have been properly 
set up. Under ideal conditions it is 
possible to get 6,000 impressions an 
hour. Of course if only a few copies 
are run per master (as with the case 
of duplicating tax returns) the result- 
ing speed will more likely be 100 to 
200 pages per hour. 


OPERATING PROBLEMS 

Since offset machines are more com- 
plicated than the other processes dis- 
cussed above, there are bound to be 
more difficulties in matters of adjust- 
ment and registration (i.e., alignment). 
The various rollers are subject to wear 
and abrasion and therefore require pe- 
riodic examination and change. Prob- 
lems of ink feeding can arise with 
changes in atmospheric conditions. 
Plates may be destroyed by paper jams. 
Daily maintenance requires between 
fifteen and thirty minutes. 


COSTS 


Offset machines range in price from 
$1,000 to over $5,000. The chief 
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characteristics affecting price are: 

1. Minimum and maximum paper 
size. 

2. Maximum image area. 

3. Minimum and maximum paper 
weight. 

4. Machine speed. 

Paper masters of 10” x 15” bought 
in quantity cost from 3 to 5¢ each. 
Maintenance of a $3,000 machine on 
a contract basis will run between $20 
to $30 per month. 


TAX RETURNS 

As with hectograph, the problem 
with respect to offset duplicating is not 
so much obtaining acceptance from 
federal and state tax authorities on the 
use of the process, as it is finding a 
practical way of applying it. As we 
have already indicated, the speed of 
this process is cut below the speed of 
diazo and similar methods when mas- 
ters must be changed every few copies. 
Because of lack of interest, it is diffi- 
cult to find a full assortment of pre- 
printed tax forms. Pages of federal 
form 1040 and 1120 cost about 7¢ 
per plate in lots of 100. 


APPLICATIONS 

The most attractive feature of offset 
duplicating to the accounting firm is 
the superior quality of the copy. There- 
fore its main application has been in 
the preparation of accounting reports. 
When small machines are used, indi- 
vidual pages are pasted or bound on 
opposite sides to provide a wider 
spread. These machines can also be 
used to prepare a number of internal 
forms and staff bulletins. 


REPRESENTATIVE VENDORS 

Some representative vendors of off- 
set equipment are: Addressograph- 
Multigraph Corp.; Davidson Manufac- 
turing Corp.; A. B. Dick. 


OTHER DUPLICATING PROCESSES 
This section will be devoted to a 


brief description of other duplicating 
techniques that may arouse the read- 
er’s curiosity from time to time but 
which have limited application at pres- 
ent in the accounting office. 


STENCIL 


Stencil duplicating is familiar to 
many of us when we recall the toil 
of turning out school or camp bulle- 
tins on a machine commonly known 
as a mimeograph. In this process the 
master is created on a fibrous-coated 
stencil. The portions pushed aside by 
the writing stylus or machine key per- 
mit the printing ink to pass through 
the master onto the copy paper. Prac- 
tical run quantities range from about 
10 to over 5,000 per stencil. Probably 
the most frequent use of the stencil 
process in office work is in addressing 
applications, particularly on Elliot ad- 
dressing machines. 


RELIEF DUPLICATING 

Relief duplicating (multigraphing) 
applies the principles of letterpress 
printing to office requirements. Raised 
metal type is set by hand on a con- 
posing stick and inserted into the chan- 
nels of a rotating cylinder. The chief 
advantage of this technique lies in the 
very long runs that can be obtained 
once the type has been set. 


PREPARING MASTERS 

In order to provide more flexibility 
in the use of duplicating equipment, a 
number of devices have been designed 
to facilitate the preparation of dupli- 
cating masters. This equipment works 
by photographing the original, whether 
on opaque or translucent copy, and 
transferring the image to the duplicat- 
ing master. Electronic facsimile ma- 
chines (Stenafax, RoneO-tronic, Intra- 
fax, and others) can be used to pre- 
pare masters for hectograph and/or 
stencil duplication. Xerography (an 
electrical dry powder process) is used 
to prepare masters for hectograph, 
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stencil duplicating and diazo machines. 
Some of this equipment is suitable for 
wire transmission. In many cities elec- 
tronic stencil cutting is performed by 
service Organizations. 


AUTOMATIC TYPING 

Until recently, automatic typewriting 
was used primarily for sales letters and 
similar promotion work. The motions 
of the automatic typewriter are con- 
trolled by perforated paper tapes or 
rolls, or by wire connection to a master 
typewriter. Many typewriters can be 
connected and it is possible to program 
each to stop at different points for the 
insertion of variable information such 
as name, address and amount. Now a 
number of system applications have 
been developed for this equipment, 
particularly as regards ordering and 
invoicing procedures. 


SOME BASIC DO’S AND DON’TS 


By this time, any reader who hoped 
to find the one duplicating method 
ideal for the accounting office must be 
thoroughly discouraged. Versatility is 
obtained at the price of high material 
and labor costs. A method suitable 
for duplicating a few copies of each 
original is too expensive for duplicating 
many copies of one original. Unfortu- 
nately the answer in each case can only 
be found after a careful study is made 
of individual requirements as related 
to available equipment. For those who 
are interested in buying, or for those 
who already have some duplicating 
equipment, the following basic rules 
(the treasured fruit of bitter experi- 
ence) are offered. 


Before Purchase: 

1. If the equipment is being pur- 
chased primarily for duplicating tax 
returns, ask the vendor to provide 
clear-cut evidence of acceptability for 
both federal and state returns. 

2. Ask to see the equipment in op- 
eration in an installation that is at least 


a few months old. This will give you 
an opportunity to see how the equip- 
ment stands up under use and to dis- 
cuss operating problems with an actual 
user. 

3. Review the manual of instruc- 
tions. Operating instructions may not 
be as simple as represented by the 
salesman. Pay particular attention to 
procedures relating to starting up, clos- 
ing down, preparing developing solu- 
tion and cleaning. 

4. Consider all space and storage 
problems. In addition to the units 
themselves, space must be provided for 
storing copy papers and chemicals, 
providing accessibility to service ma- 
chines, and filing duplicating masters. 


During Use: 

1. Assign the responsibilty for op- 
erating each piece of equipment to one 
individual. One of the main causes of 
poor copy and wasted supplies is the 
violation of this rule. 

2. Assign the responsibility for au- 
thorizing duplication to one individual. 
This will discourage “bootleg” use of 
the equipment for duplicating pet pho- 
tographs, barroom ballads and other 
miscellany that will throw all cost 
studies into a cocked hat. 

3. Organize the duplicating func- 
tion so that intermittent work is re- 
duced to an absolute minimum. Once 
started, some equipment should be left 
running the entire day to prolong the 
life of critical components. Warmup 
and cleanup time must be considered. 
But worst of all, intermittent use usu- 
ally means an excess amount of work 
interruption together with increased 
opportunity for socializing (between 
the secretary, messenger and machine 
operator). However in order to ac- 
complish this goal, all staff members, 
including partners, must remember to 
anticipate their needs and not use the 
accessibility of the equipment as an 
excuse for failure to plan requirements. 
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APPENDIX | 


REVENUE PROCEDURE 
(October 1959) 


Reproduced copies of certain Federal tax 
return forms and schedules may be used for 
filing purposes in lieu of the applicable 
official forms, subject, however, to pre- 
scribed conditions. Revenue Procedure 57- 
39, C.B. 1957-2, 1115, superseded. 


Section 1. Purpose 

The purpose of this Revenue Procedure 
is to restate the requirements of the In- 
ternal Revenue Service relating to the prep- 
aration of acceptable reproductions of Fed- 
eral tax return forms and schedules for 
filing purposes in lieu of the official forms 
and schedules. 

Section 3. Conditions 

.01 Reproductions must be facsimiles of 
the official form, produced by photo-offset, 
photoengraving, photocopying, or other 
similar reproduction process. 

.02 Reproductions must be on paper of 
substantially the same weight and texture 
and of a quality at least as good as that 
used in the official form. 

.03 Reproductions must substantially 
duplicate the colors of the paper and/or 
ink of the official form in order to be ac- 
ceptable. 

.04 Reproductions must have a_ high 
standard of legibility, both as to original 
form and as to filled-in matter. The In- 
ternal Revenue Service reserves the right 
to reject any reproductions with poor leg- 
ibility, to withdraw the benefits of this 
Revenue Procedure from any firm or indi- 
vidual, and to reject any process which fails 
to meet these standards. 

.05 Reproduction of page 3 of Schedule 
C and page 4 of Schedule F, Form 1040, 
which contain Schedule SE, U.S. Report of 
Self-Employment Income, must be on prop- 
erly perforated paper of substantially the 
same weight and texture as that used in 
the official form. 

.06 Reproductions can be the same size 
as that of the official form. However, the 
standard commercial size of 84% x ll... 
will be accepted, but no tolerances will be 
permitted in the image size of printed ma- 
terial. 

Section 4. Additional Instructions 

.01. The Service ordinarily does not ?.n- 
dertake to approve or disapprove the sp::ci- 
fic equipment or process used in reproduc- 
ing official forms, but requires only that 
the reproduced forms and schedules satisfy 
the stated conditions. 

.02 While it is preferred that both sides 
of the paper be used in making reproduc- 
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tions, resulting in the same page arrange- 
ment as that of the official form, the Sery- 
ice will not object if only one side of the 
paper is used or if the reproduction has a 
different fold than that provided on the 
official form. 

.03 Reproductions of forms may be 
made after insertion of the tax computa- 
tions and other required information. How- 
ever, all signatures on forms to be filed 
with the Service must be original signa- 
tures, affixed subsequent to the reproduc- 
tion process. 

.04 Reproductions of forms and sched- 
ules meeting the above conditions may be 
used without the prior approval of the 
Service. However, if specific approval of 
a reproduction of any such form or sched- 
ule is desired, or if the use of a reproduc- 
tion of any form or schedule not listed 
herein or otherwise specifically authorized 
is desired, a sample of the proposed repro- 
duction should be forwarded, by letter, to 
the Commissioner of Internal Revenue, At- 
tention: O:C:P, Washington 25, D. C., for 
consideration. 


APPENDIX 2 


New YorK STATE INCOME 
AND UNINCORPORATED BUSINESS TAX 
Rules for Reproducing Forms 


Income tax forms IT-115, IT-201, IT- 
202, IT-203, IT-204, IT-204-A, IT-205, 
IT-205-A, IT-206 and IT-207 required to 
be filed under Articles 16 and 16-A of the 
Tax Law may be reproduced subject to the 
following conditions and limitations: 

1. Forms reproduced on one side of a 
sheet must be reproduced on paper not 
less than 16 lb. paper or more than 30 Ib. 
paper. Forms reproduced on both sides of 
a sheet of paper must be reproduced on 
paper not Jess than 18 lb. paper or more 
than 30 Ib. paper. Forms must be repro- 
duced on the same color paper as. that 
used on the particular form furnished by 
the Income Tax Bureau, that is, blue paper 
for 1958 forms IT-201, IT-202, IT-204 and 
IT-207, salmon colored paper for 1958 
form IT-203, light green paper for 1958 
forms IT-205 and IT-206, and white paper 
for 1958 forms IT-115, IT-204-A_ and 
IT-205-A. 

2. The color or reproduced images (let- 
ters, numbers, lines, etc.) must be the same 
as that used on the forms furnished by 
the Income Tax Bureau, that is, black for 
all 1958 returns. 

3. All pages of the forms must be re- 
produced, even though no entries are nec: 
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essary on some of the pages. 

4. Forms reproduced on one side of a 
17” x 22” sheet of paper must be double 
folded to 84%” x 11” with papers in correct 
sequence. 

5. Where forms are reproduced on sin- 
gle sheets size 8%” x 11” and imprinted on 
only one side, an acetate film adhesive 
tape (Scotch polyester film tape No. 850, 
or any other type of transparent film strip- 
ping having the same adhesive properties 
and tensile strength) must be used to join 
left edge of page | to right edge of page 4. 
Staples may be used to join top of page 1 
with top of page 2, and top of page 3 with 
top of page 4, provided the open edges of 
the staples are on the inside. Pages must 
be in correct sequence. 

6. Forms must be folded or cut to 
81%2"” x 11”. If folded, they will be accepted 
if stapled back to back at the top of the 
page, with the open edges of the staples 
on the inside. (If cut to 8%” x 11”, see 
instructions above.) Pages must be in cor- 


rect sequence. 

7. Where forms are reproduced on both 
sides of a single sheet size 8%” x 11”, they 
must be bound on the left-hand side by 
an acetate film adhesive (Scotch polyester 
film tape No. 850, or any other type of 
transparent film stripping having the same 
adhesive properties and tensile strength). 
Pages must be in correct sequence. 

8. Where forms are reproduced on both 
sides of a sheet size 842” x 22” and bound 
the same as 842” x 11” sheets, see instruc- 
tions above. 

9. The name and address of the tax- 
payer must be printed or typed and the 
forms submitted must be signed by the 
taxpayer. A reproduction of such signature 
is not acceptable. 

10. The reproduced form must be legi- 
ble both as to form structure and filled-in 
matter. 

11. The Income Tax Bureau reserves the 
right to reject any reproduced form which 
does not meet the preceding specifications. 





IN DEFENSE OF ACCOUNTING TEACHERS lo 
The importance of accounting as a system of information he 
and control has long been accepted by businessmen and business ; 
educators. Statements to the effect that “accounting is the lan- tri 
guage of business’ are commonplace but nonetheless true. Ca 
It is not surprising, therefore that accounting is a required field for 
of study in every undergraduate business curriculum that we OV 
have examined. This, of course, is as it should be.... kn 
Although we are critical of the usual accounting requirement TI 
for general business students, in all fairness we should also say a pr 
word in defense of teachers of accounting. Accounting depart- 
ments typically have the highest standards in the business school, ay 
their students typically work harder than other students, and de 
accounting is often if not usually the most rigorous field of study tio 
offered. While we are not sure that students planning to be pub- int 
lic or private accountants need to get in college all of the tech- an 
nical detail that they are expected to master, they are often all 
subjected to a more rigorous educational experience than are 
other business students. — 
ROBERT AARON GORDON and JAMES EDWIN HowELL, RC 
“Higher Education for Business,” Columbia University Press, 1959 Pre 
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Charitable Contributions 


By RoBERT L. DICKENS, CPA 


This article explores certain of the problems present in au- 
diting income from public contributions received by charit- 
able organizations, as well as the impact of the system of 
internal control upon the CPA’s examination. Included is a 
report on a study by the author of the reporting practices of 
fifty-one voluntary health agencies and of the effect on the 
opinion of limitations in the scope of examination or of 
special conditions relating to internal control or accounting 


procedures. 


PersonaL experience with state and 
local chapter affiliates of national 
health agencies has indicated that in 
many cases internal control over con- 
tributions received is weak and in some 
cases nonexistent. The requirements 
for a good system of internal control 
over contributions are not widely 
known and even less widely applied. 
There are two basic areas of control 
procedures that need to be consid- 
ered, namely, (1) those procedures 
designed to assure that all contribu- 
tions received from donors are brought 
into the organization by the solicitor, 
and (2) those designed to assure that 
all of the funds brought into the or- 





ROBERT L. DICKENS, CPA, is Associate 
Professor of Accounting at Duke Univer- 
sity, Durham, N. C. Professor Dickens is 
a member of the North Carolina Society of 
CPAs, the American Institute of CPAs, and 
the American Accounting Association. 


ganization are properly recorded and 
accounted for. 


CONTROL OVER CANVASSERS 


The methods used by a particular 
agency in soliciting funds will deter- 
mine the necessary set of procedures 
for that agency to assure that all 
funds received by solicitors will be 
brought into the organization. In many 
organizations a high percentage of the 
funds are collected by door-to-door 
solicitors who are assigned a specific 
territory. These solicitors are given 
receipt books with stubs or duplicates 
on which the amount of the contribu- 
tion is to be recorded. They are re- 
quested to give a receipt to each con- 
tributor and to turn in the duplicate 
or stub with the funds after they have 
completed solicitation in their as- 
signed area. 

Whenever a single individual has 
complete control over funds and the 
only record of those funds, the possi- 


THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT JANUARY 1960 e@ 39 








bility of fraud exists. It is therefore 
necessary to devise procedures which 
assure that an accurate record is 
established for all funds received by 
the solicitor and that this record 
agrees with the amount of funds 
turned in to the organization. Proce- 
dures which will accomplish these ob- 
jectives involve three elements: (a) 
assuring that each contributor is given 
a receipt, (b) assuring that a copy 
or stub from each receipt is turned in 
by the solicitor, and (c) assuring that 
the amount recorded on the copy or 
stub agrees with the amount contrib- 
uted. Unless each of these three ele- 
ments is present, there can be no as- 
surance that all funds are accounted 
for. If the solicitor does not give the 
contributor a receipt, the contribution 
can be withheld with little fear of 
detection. If the solicitor gives a re- 
ceipt but can withhold the stub or 
duplicate without fear of detection, he 
can safely withhold the corresponding 
funds. If the solicitor can write the 
receipt for the proper amount but 
record a lower amount on the stub 
or duplicate without fear of detec- 
tion, he can safely withhold funds 
equal to the difference. 

Contributors in this modern time 
expect to be given an official-looking 
receipt for the amount of their con- 
tribution; therefore the possibility of 
the solicitor’s receiving funds without 
writing a receipt is slight. However, 
there is a definite possibility that the 
solicitor may not account for the stub 
or copy of each receipt issued. This 
can be easily accomplished if the re- 
ceipts available to the solicitor are not 
prenumbered or if the numerical se- 
quence of prenumbered receipts is not 
checked. Even if the official receipts 
are prenumbered and accounted for, 
some possibility exists that the solici- 
tor will issue some other receipts for 
funds collected in the name of the 
organization. Furthermore, the solici- 


tor may issue a receipt for the proper 
amount and account for all receipts 
but record on the stub or duplicate 
a lesser amount. This would not be 
detected unless the procedures in- 
cluded an acknowledgment from the 
organization to the contributors stat- 
ing the amount turned in by the soli- 
citor. 

A system of internal control ade- 
quate to give reasonable assurance 
that all funds which are solicited are 
turned in to the organization would 
require that prenumbered receipts be 
used and that there be a complete 
accounting for all receipts available 
for use. It would further require that 
an acknowledgment be sent to each 
contributor to whom a receipt was 
issued stating the amount of his re- 
corded contribution. To avoid the 
possibility that receipts other than the 
prenumbered receipts are issued by 
the solicitor without detection would 
require the use of follow-up corre- 
spondence or contact with persons 
covered in the area who were not 
listed as contributors. This could take 
the form of a second request for a 
contribution but would, in fact, serve 
the purpose of a confirmation that no 
contribution had been made. 


CONTROL OVER FUNDS RECEIVED 


The second basic group of control 
procedures necessary to assure proper 
safeguards over and accounting for 
public contributions is designed to as- 
sure that all funds brought into the 
organization are properly handled. 
The possibility of material defalcation 
is much greater here than in the case 
of the individual solicitor who will 
probably have only a small amount 
of cash that he could convert to his 
own use. As funds are funneled into 
the organization through local chair- 
men and area chairmen, the risk in- 
creases because the amount controlled 
by one person or group of persons 


40 @ THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT JANUARY 1960 





ite 
be 
in- 
he 
at- 
li- 


ice 
ire 
ld 
be 
ate 
dle 
lat 
ch 
as 
e- 


rol 
er 
for 
as- 
‘he 


on 
ise 
vill 
int 
his 


ir- 
in- 
led 
ns 





increases; thus it becomes more essen- 
tial that adequate controls be estab- 
lished at the points where funds are 
concentrated. 


The core of any set of control pro- 
cedures in an office setup is to have 
two employees jointly establish the 
initial permanent record of the funds 
as soon as the funds come into the 
organization’s control. This requires 
that the mail be opened when both 
employees are present, that a perma- 
nent record be established at that time, 
and that this record be compared with 
the amount deposited in the bank by 
someone other than the custodian of 
the funds. A necessary additional 
safeguard in any control procedure is 
to bond all persons who handle funds. 
Care should be taken in selecting em- 
ployees to ascertain that their basic 
honesty and reputation warrant the 
position of trust. 

Even if the office has only two em- 
ployees, joint control of funds can 
be worked out satisfactorily by having 
the bookkeeper responsible for main- 
taining the jointly created record with 
the other employee responsible for 
custody of the funds. The record so 
established can be used as a basis for 
sending an acknowledgment to the 
donor. If the office has only one em- 
ployee who handles all funds and 
maintains the only record of those 
funds, the segregation-of-duties aspect 
of internal control is obviously lack- 
ing. In some cities, the banks have 
made available a service which can 
provide internal control in the one- 
employee situation. All mail to the 
organization can be routed to a post 
office box which is accessible only to 
the bank. The mail is opened by bank 
personnel and deposited. Then the 
mail with a deposit slip for funds 
received is given to the organization’s 
employee who can record the funds 
and send an acknowledgment to the 
donor. 


EFFECT OF INTERNAL CONTROL 
ON AUDIT PROGRAM 


In order to render an opinion and 
to state that he has conducted an 
examination in accordance with gen- 
erally accepted auditing standards, the 
auditor must obtain sufficient compe- 
tent evidential matter to afford a rea- 
sonable basis for an opinion. The 
extent of tests and amount and com- 
petence of evidence necessary to 
afford a “reasonable basis” are based 
primarily on the internal control pres- 
ent in the situation. It is, of course, 
possible that under some circum- 
stances the internal control is so poor 
that no tests can be devised which will 
afford a basis for rendering an opin- 
ion. In other cases the control is so 
poor that the cost of obtaining ade- 
quate reliable evidence would be pro- 
hibitive. In any situation in which 
one person has complete control over 
the cash coming into an organization 
and over the recording and depositing 
of that cash, there is only limited pos- 
sibility of attaining reasonable assur- 
ance that funds are properly ac- 
counted for. Unless some method can 
be found to establish competent evi- 
dence completely independent of the 
records as to total funds received, the 
auditor does not have a basis for an 
unqualified opinion. In some cases 
this independent evidence can be es- 
tablished. For example, in a fraternal 
organization in which membership 
dues are the only source of income, 
a program could be devised to prove 
income regardless of lack of control. 
This could be done by obtaining from 
independent sources a complete list 
of paying members and the annual 
dues, thereby establishing the total 
income that should have been re- 
corded. 

In an organization which receives 
contributions from the general public, 
however, it is not practical to estab- 
lish a completely independent income 
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figure. It would be possible to give 
sufficient publicity to a complete list 
of recorded donors to attract com- 
plaints from any donor whose dona- 
tion is not recorded, but this would 
be impractical. It might be possible 
to send confirmation requests to an 
adequate sample of the population 
solicited and check the replies against 
the record of contributions, but this 
would be quite expensive. Further- 
more, confirmations requested several 
months after a donation was made 
would be of doubtful validity. It be- 
comes apparent then that in the widely 
used individual solicitation campaign 
it is impossible to devise reasonable 
means of assuring that the canvasser 
is not pocketing a portion of the funds 
solicited. If, however, the campaign 
is organized so that all official receipts 
are controlled and accounted for and 
each recorded donation is acknowl- 
edged by the organization, the only 
possibility of fraud by the canvasser 
is the failure to give a receipt or 
submitting a fraudulent receipt. 


TWO CASE SITUATIONS 


Two cases are presented here to 
indicate some of the problems that 
arise in designing audit procedures to 
overcome weakness in control over 
charity drives. The internal control 
condition in many charity drives is 
likely to be as described in the fol- 
lowing case situation. 


Preliminary discussion with officers of 
the charity indicate that substantially all 
cash receipts are individual donations rang- 
ing from one dollar or a few cents to 
$5,000 each. The contributions have been 
solicited by direct personal contact by offi- 
cers and directors of the organization, by 
mail solicitations, and by advertisements in 
newspapers. Contributions are received in 
the form of cash, checks, money orders, 
etc., by mail and by personal delivery. 


1Carman G. Blough, “Auditing Practice Forum,” Journal of Accountancy, Novem- 


ber 1950, pp. 447-448. 
2 Ibid., p. 448. 


Officers who act as unpaid solicitors often 
collect contributions in cash or checks, and 
periodically deliver the contributions to the 
secretary-treasurer of the organization. So- 
licitors give contributors official receipts 
which are signed by the solicitors. The 
receipts are not prenumbered, and the sec- 
retary-treasurer does not attempt to control 
the number of blanks which are given to 
solicitors, or the number of receipt stubs 
which are turned in from time to time. 

The president of the organization and 
the secretary-treasurer each have a key to 
the post office mail box, and either may 
go to the post office and get mail. The 
mail, in the past, has been opened individu- 
ally and whatever contributions are re- 
ceived in the mail are deposited in the 
bank, generally by the secretary-treasurer, 
but sometimes by the president.1 


Where this is the situation, the 
auditor cannot devise a reasonable 
program which will give assurance 
that substantially all contributions 
have been properly accounted for. It 
has been suggested that if an account- 
ing for all printed receipts is possible 
an unqualified opinion could be ren- 
dered. 

In my opinion an unqualified opinion 
could only be made if the auditor would 
circularize all of the officers and directors 
of the organization and could obtain a 
complete accounting for all receipt books 
which were printed, as evidenced by the 
bill from the printer. 

Even if all official receipts could be 
accounted for, this situation leaves 
two major areas open through which 
substantial fraud could go undetected. 
First, the solicitor could withhold sub- 
stantial amounts of funds from contri- 
butors by failing to issue receipts to 
some contributors or by issuing receipts 
for one amount and recording a lesser 
amount. The second area which 
would not be covered by account- 
ing for receipts printed would be at 
the office where the president or the 
secretary-treasurer receives substantial 
amount of contributions without any 
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control. It would be possible to par- 
tially check on these officers if the 
records were sufficiently detailed to 
allow a detailed comparison with the 
reports from the canvassers. This 
would require that the confirma- 
tions give details as to the dates 
and amounts of all funds turned over 
to the organization. Getting this de- 
tail from substantially all the canvas- 
sers in this situation would be almost 
impossible. Even if this were done, 
there is still no assurance as to the 
mail receipts from donors. In this 
writer’s opinion, these two areas in 
which the auditor cannot obtain sat- 
isfactory evidence would preclude ren- 
dering an unqualified opinion. 

In the following case situation there 
is excellent control over a majority of 
the funds received from solicitors. 


Calling upon the gratis aid of local CPA 
firms, banks, local industries, etc., we 
conduct an audit of receipts during the 
campaign, before the pledge cards are 
turned over to the United Fund office. 

Pledge cards and cash are received at 
campaign luncheons . . . by the treasurer 
and taken directly to the directors’ room 
of the bank of deposit. There, the volun- 
teer audit crew makes a thorough review of 
all receipts, summarizes the pledges, pre- 
pares a deposit slip for the day’s cash, and 
makes the deposit. Only after complete 
reconcilement has been accomplished are 
the pledge cards, summary, and duplicate 
deposit slip given to the Fund staff. 

Copies of a control sheet maintained by 
the treasurer are turned over to the United 
Fund office and the CPA firm retained to 
make the annual audit. This control sheet 
shows the daily receipts of pledges and 
cash, broken down by solicitation classifi- 
cation, for each report date during the 
campaign and it shows totals for the entire 
GIVE: << 4 

The above program covers 99 percent of 
the pledges made;. . .3 


There are two areas of weakness 
of control in this case as presented. 
First, the office setup might be such 





that collections on pledges could be 
stolen by writing off pledges as uncol- 
lectible. Second, there is no indication 
that pledge cards and receipts were 
prenumbered with the numbers ac- 
counted for. This leaves the canvasser 
every opportunity to withhold funds. 
The auditor in this situation could de- 
vise procedures to assure that pledge 
collections actually found their way 
into the bank, but would have much 
more difficulty in attempting to gain 
assurance that the canvassers turned 
in substantially all funds solicited. 
Blough indicates this when he says: 

. we think it should be stressed that 
the auditor should not place undue reli- 
ance on such procedures. While they have 
the substantial advantage of encouraging 
canvassers to turn in all funds received by 
them, there still seems to be no way of 
really checking that all contributions have 
been recorded.4 

The auditor in his evaluation of a 
control situation and design of an au- 
dit program must keep in mind both 
basic areas of responsibility, i.e., evi- 
dence that solicitors have turned in all 
contributions, and evidence that all 
funds coming in find their way into 
the bank. Even if the control in one 
area is exceptionally good, he must 
still be sure that other areas are cov- 
ered by adequate control. 


REPORTING PROBLEMS 


Is there need for a deviation from 
the standard scope section of the au- 
ditor’s report because of the difficulty 
in obtaining assurance that each soli- 
citor reported and turned in all funds 
received from the public? In the opin- 
ion of this writer, some deviation 
which points out this limitation on the 
examination is necessary even in those 
situations where the internal control is 
sufficiently good to permit reasonable 
assurance that there is no material 


3 Carman G. Blough, “Accounting and Auditing Problems”, Journal of Accountancy, 


December 1956, p. 69. 
4 Ibid., p. 69. 
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error in reported income. This could 
be done by adding a sentence at the 
end of the scope paragraph reading 
as follows: “It was impracticable for 
us to extend our examination of con- 
tributions received direct from the 
general public beyond accounting for 
amounts so recorded.” This is suffi- 
cient to put the reader on notice that 
contributions could not be completely 
verified and yet does not reflect on the 
employees of the organization under 
audit. 

Whether the auditor needs to ex- 
press a qualification in the opinion 
section of his report would depend on 
whether he can obtain reasonable as- 
surance that the statements “present 
fairly the results of operations.” As 
to contributions, this would require 
that he obtain sufficient evidence to be 
reasonably assured that the reported 
contributions are not substantially at 
variance with the amounts contributed 
by the public. If the system is de- 
signed to assure that each solicitor 
reports on his territory, that all official 
receipts are accounted for, and that 
all funds which come into the organi- 
zation are accounted for, there is only 
a slight risk that a material amount of 
solicited funds will be stolen. If the 
organization is careful to select soli- 
citors who have a good reputation in 
their community and if the campaign 
is so organized that a large number 
of solicitors are used and hence each 
one has only a small amount of con- 
tributions at his disposal, the auditor 
will be safe in assuming that the risk 
of material loss is not sufficient to 
necessitate a qualification of his opin- 
ion. This would not be true if no 
control were established over the soli- 
citors. Neither would it be true if the 
controls at the points where funds are 
concentrated were not adequate to as- 
sure that all funds turned in were 
properly accounted for. 

It is obvious that if the examina- 


tion is limited to an examination of 
recorded transactions under a situa- 
tion of inadequate control the possi- 
bility of error is such that it could 
result in a material misstatement 
which permiates the entire report. 
Whenever the scope of the examina- 
tion does not include adequate verifi- 
cation of such an important item as 
total income, the auditor must dis- 
claim an opinion concerning the over- 
all fairness of the statements. If the 
situation warrants, he may render a 
“piecemeal” opinion in conjunction 
with the disclaimer pointing out the 
items that have been adequately veri- 
fied. If, on the other hand, the con- 
trol over and the audit procedures 
applied to recorded income are ade- 
quate to provide reasonable assur- 
ance, the opinion paragraph of the 
report should clearly indicate that the 
opinion is restricted by including such 
wording as “In our opinion . . . pre- 
sents fairly the recorded cash trans- 
actions...” 

A STUDY OF AUDIT REPORTS 

In order to determine what prac- 
ticing accountants were doing about 
some of the reporting problems of 
voluntary health agencies, I have 
made a study of fifty-one audit re- 
ports. These reports were rendered 
to the national office of a major vol- 
untary health agency by its state or 
divisional level affiliates for the fiscal 
year ended June 30, 1955. The pri- 
mary purpose of the study was to 
determine whether the auditor took 
exception in his report concerning in- 
come from contributions. 

In order to give a comprehensive 
analysis of the type of exceptions and 
qualifications included in the audit 
reports the tabulation in the summary 
below includes all significant devia- 
tions from the standard opinion. 

Out of a total of fifty-eight affiliates 
of the national office, fifty-one had 


44 @ THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT JANUARY 1960 





ior 


Sec 


ure 
cor 
sec 


lac 
cor 


ern 


on 
me 
tio 


ive 
ind 
dit 


yia- 


ites 
1ad 





reports signed by certified public ac- 
countants. Of the remaining seven, 
six had no audit report and one was 
signed by a public accountant. This 
study was restricted to those affiliates 
whose report was signed by a certified 
public accountant. For six of the 
reports signed by certified public ac- 
countants, no opinion was rendered. 
Two showed clearcut denials of an 
opinion because of inadequate records 
and lack of internal control and a 
limited examination. The remaining 
four neither rendered nor denied an 
opinion but followed the very poor 
practices (in violation of Statement on 
Auditing Procedure No. 23) of list- 
ing procedures without indicating the 
degree of responsibility assumed by 
the auditor. A tabulation of the type 
of qualifications and exceptions in the 
“certificate” section of the reports is 
summarized below: 


No qualification re: scope or opin- 
ion (standard “commercial-type” un- 
ALTE ORIEN)». iscccccdscvassnssessussecssovessevs 17 
Exception in scope section for fail- 
ure to verify contributions with cor- 
responding qualification in opinion 
RECENOHIA «a5 caevanssccncanconeeen cave ss evasenectsecreeeeds 5 
Exception in scope section for fail- 
ure to verify contributions without a 
corresponding qualification in opinion 
SOOEIOND cscs ciscsasizadtyicieosssaavass sekoticseessursneasty 5 
Exception in opinion section for 
lack of consistency or statement as to 
CONSISEGHCY COMED ...ccivesccisccsscesssiccsecese 9 
Exception in opinion section gov- 
erning principles of accounting: 
Us) Cele RABI csc ccccccisvgisdancscscesicis 3 
(b) Refusing to assume responsi- 
bility for functional classification of 


CRG TGOS: «<i cssiesissccscsncacasseaeersacsesixastscdss 6 

(c) Objecting to write-off of fixed 
assets in year of purchase................ 4 
Cd) WEISCEHAROOUS.  ceisiscsscccscecsces.s0s 3 
NO: GDINION TENGELED cisiscscssiccecses cases 6 
WEAN, 2.22. ctescessaseeleatersenctevsaeioss 58 


The above totals more than fifty- 
one because some reports contained 
more than one qualification or excep- 
tion. 


It will be noted from the summary 
above that sixteen of the fifty-one re- 
ports studied either refused to render 
an opinion or took exception in the 
opinion because of the problem of 
verifying contributions. The remaining 
thirty-five used essentially the standard 
scope section in their report. Whether 
the situation in these thirty-five fund 
drives allowed the auditor to devise 
an audit program which gave reason- 
able assurance that substantially all 
funds were properly accounted for 
cannot be ascertained without an an- 
alysis of the actual situation. I would 
suggest, however, that the standard 
opinion was not warranted in many 
of the cases, but rather that the lack 
of available literature on the subject 
of audits of fund drives left the audi- 
tor without a basis of reference in an 
unfamiliar situation. Another contri- 
buting factor might have been that the 
accounting manual published by the 
organization quotes the standard opin- 
ion in the manual and specifically re- 
quests that this be the form of the 
report to the national office. As evi- 
dence -that these or other factors 
caused some of the auditors to render 
the standard opinion when it was not 
warranted, one of the thirty-five re- 
ports mentioned above gave the stand- 
ard short-form opinion but included 
the following comment in a later sec- 
tion of the report: “In our examina- 
tion of cash received by the Associa- 
tion during the period under review, 
we ascertained that all recorded re- 
ceipts were accounted for as having 
been deposited in the bank.” 


WORDING USED IN THE 
REPORTS STUDIED 


The wording used by the auditors 
who refused to render an opinion and 
by those who rendered a qualified opin- 
ion is of particular significance to those 
who will be called on to audit charity 
drives. Quotation of the wording used 
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in respect to contribution income in 
the scope section of the report (des- 
ignated by the letter a) and the cor- 
responding wording in the opinion sec- 
tion (designated by the letter b) are 
presented below: 


1(a) We did not correspond with local 
chairmen relating to amount of campaign 
receipts remitted by them to the Executive 
Secretary. 

1(b) Due to this limitation, we are unable 
to express an opinion as to the representa- 
tions in the accompanying statements. 

2(a) Our examination disclosed that the 
transactions during the period under review 
have not been recorded in sufficient detail, 
and in our opinion the bookkeeping pro- 
cedures employed were deficient in several 
respects. Accordingly our examination did 
not include the test of the accounting rec- 
ords and other auditing procedures which 
we considered necessary in the circum- 
stances. 

2(b) In connection with the conditions 
set forth in the preceding paragraph and 
in the absence of a sufficient system of in- 
ternal control we are unable to render an 
opinion on the fairness of presentation of 
the accompanying financial statements. 

3(a) The scope of my examination was 
limited to the accountability for recorded 
receipts of your treasurer and did not in- 
clude examination of evidence beyond the 
records maintained by your treasurer. 

3(b) [Nothing was included to indicate 
the degree of responsibility assumed by the 
auditor.] 

4(a) We were not able to verify income 
beyond book entries as no control pro- 
cedure existed as to funds received. 

4(b) In our opinion, subject to our quali- 
fication as to receipts above,... 

5(a) A substantial part of the receipts of 
the association consists of contributions 
over which no accounting control can be 
exercised prior to their initial entry in the 
accounting records. 

5(b) In our opinion, subject to the pre- 
ceding qualifications,... 

6(a) We were not able to make an inde- 
pendent verification of the recorded amount 
ef the receipts from campaign letters. 

6(b) In our opinion, subject to the fore- 
going comments... 

7(a) Campaign funds and other contribu- 
tions received from individuals, corpora- 


tions, and other sources were not evidenced 
by individual receipts or other data sup- 
porting the original amount. Accordingly, 
it was impractical to make an independent 
verification of the correctness thereof. All 
cash receipts of record were traced to the 
bank account and properly accounted for 
and all cash disbursements appear to be 
regular. 

7(b) In our opinion, subject to the limita- 
tion with respect to the verification of cash 
receipts, ... 

8(a) As to certain income accounts, it 
was not practicable to extend the examina- 
tion beyond accounting for the receipts as 
recorded. 

8(b) None 

9(a) All recorded receipts were accounted 
for by deposits in banks. We did not re- 
quest confirmations of amounts received 
from contributors. 

9(b) None 

10(a) This examination consisted of the 
verification of assets, liabilities and fund 
balances at June 30, 1955, the audit of 
recorded receipts and disbursements of cash, 
and a review of accounts recording income 
and expenses for year. 

10(b) None 

11(a) No direct verification was made 
with the various county organizations and 
contributors of the amounts remitted. 


11(b) None 


The wording in the two other re- 
ports with qualification as to scope 
was very similar to (8) and (11). 


CONCLUSIONS 


Although many fund-raising organi- 
zations are becoming more conscious 
of the problems of adequate control 
over funds, the auditor is still likely to 
find many situations where control is 
inadequate. The inadequacy can occur 
in either of two basic areas, i.e., con- 
trol over canvassers and control over 
funds that are turned in by canvassers. 
It appears to this writer that it is im- 
practicable to develop a system of 
control which will assure that every 
canvasser turns in every dollar that is 
collected from the public. Methods 
can be developed, however, that will 
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= THE QUALITIES NEEDED BY BUSINESS 
Nonetheless, there seem to be certain basic abilities and 
de skills which are generally required in business. The most 
nd important of these seem to be above average intelligence, includ- 


ing analytical ability and judgment; skill in interpersonal rela- 
tions; the ability to accept responsibility and to make decisions 
in the face of uncertainty; general administrative skills, includ- 


: ing the capacity to lead others, to plan, to organize and delegate, 
to develop subordinates, etc.; breadth and flexibility of mind 
as well as imagination; some facility in verbal communication; 
and strong personal motivation. Clearly, also, companies want 
loyalty and the ability to think in terms of the organization 

i- as a whole, even though this may make for the conformity of 

1s the Organization Man and may to some extent conflict with the 

ol more dynamic aspects of some of the other qualities mentioned. 

‘0 ROBERT AARON GORDON and JAMES EDWIN HOWELL, 

iS “Higher Education for Business,” Columbia University Press, 1959 
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Part One of a Two-Part Article 


Revenue Rulings of 1959 


By SAMUEL A. DYCKMAN, CPA 


Tue rulings published in 1959 con- 
struing the income tax provisions of 
the Code and regulations issued there- 
under are reviewed in summary form. 
They have been grouped by subject 
matter in alphabetical sequence for 
convenience of reference. 


ACCOUNTING METHODS 


Revenue Ruling 57-105 holds that 
in the case of an accrual-basis tax- 
payer, an increase in the amount of 
state tax accrues and is allowed as a 
deduction when the amount is finally 
determined by litigation or default, or 
when the taxpayer acknowledges the 
additional liability. In clarification of 
that ruling, the Service states that 
where, prior to May 1, 1957, audit 
has been made of taxpayer’s return, 
and as a result he has been allowed a 
deduction for the increased state tax 
in the year to which it relates rather 
than the year in which it accrues, the 
Service will take no affirmative action 
taxes, etc., accumulated with respect 
to reopen such return unless the tax- 
payer seeks to deduct in the later years 





SAMUEL A. DYCKMAN, CPA, is as- 
sociated with Robert Simons & Co., cer- 
tified public accountants. Mr. Dyckman, a 
member of our Society’s Committee on New 
York State Taxation, is also a lecturer on 
taxation at the Baruch School of Business 
and Public Administration, The City Col- 
lege of New York, and an editor of the 
Journal of Taxation. 
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the additional tax previously allowed 
as a deduction. (59-59). 

A cash-basis taxpayer may deduct 
as an interest expense the excess of 
redemption price of its non-interest 
bearing obligations over the issuance 
price only in the year the obligations 
are redeemed. (59-260). 

Prepaid subscription income re- 
ceived prior to January 1, 1958 is tax- 
able in the year received unless tax- 
payer had been permitted to defer such 
income over the subscription period 
upon proof that it had consistently 
followed such practice over a period 
of years.. The 1958 amendment per- 
mitting any accrual-basis publisher to 
defer subscription income is only effec- 
tive for taxable years beginning after 
1957. (59-142). 

An accrual-basis taxpayer who has 
consistently deducted a material item 
in the year paid rather than in the year 
it accrued must obtain consent from 
the Commissioner to change his method 
of accounting even where the method 
from which he desires to change is 
improper. (59-285). 

Costs of materials, labor, supplies, 
to specific long-term or short-term con- 
tracts, constitute deferred expenses, 
and not inventory, to a taxpayer re- 
porting income under the completed 


Ep. Note: The second and concluding 
part of this article will be published in the 
February 1960 issue. 
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contract method. (59-329). 

Fees paid by an insurance company 
to a mortgage banker for servicing 
mortgage loans represent an item of 
expense related to the realization of 
investment income, and are not amor- 
tizable as premiums paid on purchase 
of mortgage loans from original lend- 
ers. (59-209). 

ALIENS 

A husband and wife, citizens and 
residents of Holland, may divide the 
income from sources within the U.S. 
which constitutes community income 
under Dutch law, and may file sepa- 
rate U.S. returns under the same princi- 
ples applicable to U.S. residents domi- 
ciled in a community property state. 
(59-199). 

The income tax convention between 
the U.S. and the United Kingdom ex- 
empts from tax, salaries of a visiting 
U.K. professor for teaching at Ameri- 
can universities for a period of two 
years. Where a visiting professor 
teaching a regular school year assign- 
ment made arrangements after his ar- 
rival in the U.S. for a summer teaching 
job at another school, income from 
such second teaching assignment 
earned within the two-year period is 
also exempt. (59-230). 

Section 861 exempts from U.S. tax 
interest earned by nonresident aliens, 
not engaged in business here, on bank 
deposits in the U.S. Where such in- 
terest is received by a nonresident alien 
as beneficiary from a domestic trust, 
the exemption does not apply because 
a trust beneficiary is not the depositor 
of trust funds. Such interest consti- 
tutes income from U.S. sources subject 
to withholding. However, to the ex- 
tent the nonresident alien is treated 
as owner of any portion of the trust, 
the interest earned by the trust on 
U.S. bank deposits is deemed to be 
his own and does come within the 
exemption. (59-245). 

A nonresident foreign trustee of a 


foreign trust, created by and for the 
benefit of a nonresident alien indi- 
vidual, is not required to file a US. 
tax return for the trust where the trust 
carries on no U.S. business, its gross 
income from U.S. sources is under 
$15,400, and the tax liability on such 
income is satisfied through the with- 
holding of tax at the source. Also, 
the trustee need not file a return for 
the alien beneficiary where the lattei 
is not engaged in a U.S. business, is 
not taxable on any of the trust income, 
and derives no gross income from U.S. 
sources. (59-167). Where under the 
terms of a trust instrument, a resident 
fiduciary of a trust pays, credits, or is 
required to distribute amounts to a 
nonresident alien beneficiary which 
constitute income from U.S. sources, 
the fiduciary is not required to with- 
hold income tax on the amount of the 
distribution which exceeds the bene- 
ficiary’s share of the distributable net 
income of the trust. (59-177). 
ALIMONY 

Payments for the care and main- 
tenance of a former wife under a de- 
cree annulling the marriage on the 
grounds of incurable insanity consti- 
tute periodic payments of “alimony” 
includible in the income of the former 
wife and deductible by the husband. 
(59-130). 

Contingencies may qualify payments 
of fixed amounts as alimony under 
both the 1939 and 1954 Codes. Thus, 
a sum payable over a period of less 
than ten years, but which is subject to 
the contingency of the death of either 
spouse, the remarriage of the wife, or 
a change in the economic status of 
either spouse, qualifies as periodic pay- 
ments of alimony. (59-45). Similarly, 
where the common law principle appli- 
cable in a particular state provides that 
the obligation to pay a fixed sum as 
alimony terminates upon the death of 
either spouse, or where there is the 
possibility of a change in alimony pay- 
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ments by the court under a specific 
provision of the state law, such factors 
are “contingencies imposed by local 
law” sufficient to qualify fixed pay- 
ments as periodic alimony. (59-190). 

In determining whether payments 
under a divorce decree or separation 
agreement are to be treated as alimony, 
or whether a portion is for the sup- 
port of minor children, the Service 
will continue to follow the Eisinger 
decision which held that payments were 
allocated between alimony and support 
for children with sufficient certainty 
where payments were to be reduced 
when either of two children reached 
majority or died. The Weil decision, 
which held that payments are all con- 
sidered alimony where the only desig- 
nation of any specific portion of the 
payments allocated for the support of 
the children was contingent on the 
wife’s remarriage, will be followed only 
in cases involving similar facts and 
circumstances. (59-93). 

A grant of provisional alimony to a 
wife by court order prior to March 1, 
1954 to establish separate residence 
constitutes an order for the payment 
of alimony pendente lite and does not 
qualify as a decree of separate main- 
tenance. Furthermore, a refusal by the 
court after March 1, 1954 to increase 
the provisional alimony award cannot 
be considered as an “alteration or 
modification after March 1, 1954” of 
the prior order as contemplated by the 
Code. (59-248). 


BANKS AND INSURANCE COMPANIES 


A mutual savings bank in comput- 
ing an addition to its bad debt reserve 
must limit such additions to the amount 
of its taxable income. The computa- 
tion of taxable income for such limi- 
tation is to be made without regard to 
the deductions for dividends received. 
(59-331). Where a bank uses the re- 
serve method of accounting for bad 
debts permitted by mim. 6209 (which 


involves a moving average factor on a 
basis of 20 years’ experience), it is 
not precluded from deducting as an 
addition to such reserve an amount 
less than that which would result from 
the method shown therein. (59-83). 
A title insurance company is permitted 
to treat as “unearned premiums” por- 
tions of the original premiums which 
under Pennsylvania law are required 
to be set aside in an unearned premium 
reserve. When any amounts are with- 
drawn or released from the statutory 
reserve, they become earned and are 
taxable. (59-251). 


BUSINESS EXPENSES 


The Service reminds all employees 
that for 1959 and subsequent years, 
any employee claiming a deduction for 
business expenses in excess of reim- 
bursement must report the actual 
amount of expenses charged directly 
or indirectly to his employer through 
the credit card system or otherwise. 
Since employers are not legally re- 
quired to furnish employees a record 
of the expenses so charged, the em- 
ployee is advised to personally main- 
tain such a record. (59-244). Reason- 
able wages paid by a father to his 
children for services rendered by them 
as his employees in his trade or busi- 
ness are deductible as ordinary and 
necessary expenses even though the 
children use the wages for part of their 
own support. (59-110). A taxpayer 
attending a convention as an appointed 
or elected delegate will be allowed to 
deduct his convention expenses as a 
business expense only where his at- 
tendance is benefiting or advancing his 
own trade or business as distinguished 
from those of another taxpayer or en- 
tity. (59-316). Amounts expended by 
civilian faculty and staff members of a 
military school for the purchase and 
maintenance of uniforms which they 
are required to wear while on duty are 
deductible. (59-219). 
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The Service has published its fifth 
supplement setting forth the maximum 
per diem rates in lieu of subsistence 
allowed governmental employees for 
travel abroad. These rates are to be 
used as guides by employees in de- 
termining allowable travel expenses 
which do not have to be specifically 
itemized or accounted for. (58-453 
Supp. V). 


CAPITAL GAINS VS. 
ORDINARY INCOME 


Although the sale of personal ser- 
vices in the guise of capital assets will 
be carefully scrutinized, the Service 
will follow the Tax Court decisions in 
the Jack Benny and Groucho Marx 
cases but only where the facts so war- 
rant. In both of these cases the Court 
held that payments received on sale of 
property could be reported as capital 
gain since no part of such sums repre- 
sented payment for future services to 
be rendered by the sellers. (59-325). 
The sale of part of a partner’s interest 
in a partnership constitutes the sale of 
a capital asset except as otherwise pro- 
vided in Section 751 with respect to 
unrealized receivables and inventory 
items which have appreciated substan- 
tially in value. (59-109). Considera- 
tion received for the granting of an 
easement with respect to land consti- 
tutes proceeds from a “sale” of an 
interest in real property and is to be 
applied in reduction of the cost or 
other basis for the land subject to the 
easement. Any excess over basis con- 
stitutes recognized gain. (59-121). 

A lump-sum payment received by a 
railroad employee for relinquishing all 
seniority rights and terminating his 
employment in a particular position, 
constitutes ordinary income. (59-227). 
Where a taxpayer acquires Series G or 
K savings bonds, or 242% Treasury 
Bonds (Series A-1965), from a prior 
Owner by reissue, and then redeems 
such bonds prior to maturity, he in 


effect must refund a portion of previ- 
ously realized interest. To the extent 
such refund is of interest realized by 
the prior owner, taxpayer must adjust 
the net amount realized on retirement. 
However, to the extent the refund rep- 
resents interest which taxpayer has pre- 
viously realized thereon, he is entitled 
to an ordinary loss deduction for such 
amount. (59-271). A deposit by a 
brokerage firm of its investment se- 
curities in accordance with a securities 
pilot operation under which the invest- 
ment securities are commingled with 
inventory securities of other partici- 
pating brokers, destroys the clear 
identification of the investments and 
thereby precludes capital-gain treat- 
ment. Any gain on their sale results 
in ordinary income. (59-332). 


CASUALTY LOSSES 


“Sonic booms” caused by jet planes 
exceeding the speed of sound may bring 
about damage to property in the form 
of glass breakage, cracks and crevices 
in walls, and jarring of building foun- 
dations. Since the damage occurs sud- 
denly and unexpectedly, it may be 
claimed as a casualty loss deduction. 
(59-344). The Service will follow the 
rule of the Buist case that damages to 
a house caused by a “sudden” infesta- 
tion of termites over a nine-month 
period constitutes a deductible casualty 
loss in cases where the facts are sub- 
stantially the same. (59-277). 


CHARITABLE CONTRIBUTIONS 


Out-of-pocket expenses incurred by 
nonsalaried elected or appointed offi- 
cials of a municipality in connection 
with their official duties are deductible 
as charitable contributions. (59-160). 
But the cost to a taxpayer of replac- 
ing his auto engine damaged while 
transporting boy scouts to and from 
a camp does not qualify. (59-239). 

The fact that a small percentage of 
members who have served in the 
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Armed forces have not served during 
a period of war will not of itself pre- 
clude the organization from being 
classified as a war veterans’ organiza- 
tion to which contributions are deduc- 
tible by the donors. (59-151). Also 
deductible are contributions by mem- 
bers and other donors to a State Bar 
performing governmental functions and 
created by statute as an administrative 
arm of the Supreme Court of the state 
(59-152); and payments by an execu- 
tor to charity out of estate income, 
which payments are attributable to a 
portion of the estate transferred to 
charity under a settlement agreement 
resulting from a will contest. (59-15). 

The measure of contribution of a 
gift of an undivided interest in oil and 
gas leases is the fair market value of 
the property at the time of the contri- 
bution. Such value need not be re- 
duced by intangible drilling and devel- 
opment costs connected with the leases 
which had been deducted by the donor 
in prior years. (59-196). 

An organization which raises funds 
needed by public agencies and hospi- 
tals for care of crippled children, and 
which as a secondary activity operates 
a medical treatment center, does not 
qualify as a “hospital” for purposes of 
the additional 10 percent charitable 
deduction. (59-27). But contribu- 
tions to the Salvation Army do qualify 
for the extra 10 percent as donations 
to a “church.” (59-129). 

In 1956 the 1939 Code was amended 
to provide that an unlimited chari- 
table deduction is to be available 
where in the current year and in eight 
out of ten of the immediately preced- 
ing years the individual’s contributions 
to charity, plus his income tax pay- 
ments, exceeded 90 percent of his net 
income, but only if an amount equal 
to any refund under such provision is 
paid to or set aside for charity. The 
Service discusses principles it has 
established as guides for taxpayers 
filing claims for refund pursuant to 


this amendment. (59-157). 
CONSOLIDATED RETURNS 


An affiliated group which filed a 
consolidated return cannot elect to 
file separate returns thereafter un- 
less a new corporation (other than 
one created or organized directly or 
indirectly by a member of the group) 
is acquired by the group. Where a 
parent of an affiliated group acquires 
the stock of a new corporation one 
month after its organization by the 
wives of two of the three controlling 
stockholders of the parent, the Ser- 
vice holds the acquired corporation to 
have been indirectly organized by the 
acquiring corporation with the result 
that the affiliated group cannot file 
separate returns for the year of the 
acquisition. (59-326). 

In determining whether 80 percent 
or more of a company’s gross income 
is derived from “regulated public util- 
ity’ sources for purposes of filing a 
consolidated return, any refunds or 
repayments made pursuant to an order 
promulgated by the Federal Power 
Commission, or other governmental 
body, are not to be taken into ac- 
count in computing gross income. 
(59-122). 


COOPERATIVES 


In order for a nonexempt coopera- 
tive to exclude patronage dividends 
made after the close of its taxable year, 
the allocation and notification of the 
patronage dividend must be made on 
or before the due date for filing the 
corporate income tax return, including 
any extensions thereof. This rule is 
effective for years ending after Janvu- 
ary 1, 1960. For years ending prior 
thereto, the allocation and notification 
may be made within eight and one-half 
months after the close of the year. 
(59-322). 

When as part of the price support 
program, money is loaned to a farmer- 
producer on his warehouse receipt for 
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grain stored in a nonexempt coopera- 
tive, storage charges paid by the Com- 
modity Credit Corporation for the 
period prior to default are income 
allocable to members as patronage divi- 
dends and are excludable by the co- 
operative. Any storage charges paid 
for the period following default consti- 
tutes income not derived from patron- 
age as the grain at that time belongs 
to the Commodity Credit Corpora- 
tion. Such income is taxable to the 
cooperative whether or not allocated. 
(59-107). 

Amounts representing a_ tenant’s 
share of the cooperative corporation’s 
real estate taxes and interest which 
were paid by him during the last three 
months of 1958 are not deductible by 
him in 1958 where the corporation’s 
fiscal year ends September 30, 1959. 
At the time the tenant files his 1958 
return, the corporation has not as 
yet qualified as a cooperative housing 
corporation since such determination 
(whether 80 percent or more of its 
income is from cooperative tenants) 
cannot be made until the close of each 
fiscal year in September. Therefore, 
where the taxable year of the tenant 
is different from that of the corpora- 
tion, the tenant should file his return 
without claiming the tax and interest 
deduction. Later, when the corporate 
fiscal year closes, and it is ascertained 
that it qualifies as a cooperative, the 
tenant at that time should claim the 
deductions by filing an amended re- 
turn or a refund claim. (59-257). 


CORPORATE LIQUIDATIONS 
The Code permits a taxpayer to 
amortize its adjusted basis in emer- 
gency facilities by deductions over a 
60-month period. In case of a sale of 
such facilities it provides that to the 
extent the adjusted basis ig less than 
it would have been if only the usual 
depreciation deductions had _ been 
taken, any gain is ordinary income. 
But should a corporation sell such 


facilities under a plan of liquidation 
pursuant to Section 337, the Service 
holds there will be no recognition 
of any gain since the facility quali- 
fies as “property” under that section. 
(59-308). A corporation on the cash 
basis adopted a plan of complete liqui- 
dation pursuant to Section 337, and 
sold all of its assets (including dis- 
counted notes) in bulk within 12 
months from the date of adoption of 
the plan. It is held to have realized 
ordinary income on gain from the sale 
of the notes where the gain represents 
interest income earned but not re- 
ceived by the corporation at the time 
of the sale. (59-120). The condem- 
nation of real property and the vesting 
of title in the condemning authorities 
pursuant to a court order within the 
12-month period of Section 337 con- 
stitute a sale within such period even 
though payment of the award does not 
occur until a later time. (59-108). 


The assumption of corporate pen- 
sion liability to a non-stockholder offi- 
cer by the liquidating stockholders of 
the corporation will operate to reduce 
their gain or increase their loss on 
the liquidation, to the extent of the 
commuted value of the pension annu- 
ity. Pension payments subsequently 
made by the former stockholders are 
not deductible by them, nor can the 
corporation deduct in its final return 
the present commuted value of the 
unpaid pension. (59-228). A transfer 
by a wholly owned subsidiary of all 
of its assets to its parent corporatiou 
in partial satisfaction of a bona fide 
debt cannot qualify either as a non- 
taxable liquidation of a subsidiary nor 
as a tax-free reorganization, since all 
of the subsidiary’s property is worth 
less than the debt and no part of 
the transfer is attributable to the par- 
ent’s stock interest. Accordingly the 
parent is entitled to a bad debt deduc- 
tion for the unsatisfied portion of the 
debt. (59-296). 
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DEPRECIATION 


Section 169 allows a special 60- 
month amortization deduction (in lieu 
of depreciation) of grain storage fa- 
cilities constructed during 1953-1956. 
A quonset-hut type of building with 
portable grain elevating and handling 
equipment permanently available is 
held to qualify as such a grain storage 
facility. (59-238). The cost of tires 
and tubes purchased on new commnier- 
cial trucking equipment used in motor 
freight transportation is deductible in 
the taxable year of purchase, if the 
average life of the tires and tubes is 
less than one year and even though the 
life extends in part into the next year. 
(59-249). 


DIVIDENDS 


The Service will follow the Prunier, 
Sanders, and Casale decisions. Whcn- 
ever a corporation buys life insurance 
on the lives of its stockholders, the 
proceeds of which are to be used in 
payment for their stock, the premiurns 
will not be treated as dividend income 
to the insured stockholder even though 
he has a right to designate the bene- 
ficiary, provided the right of the bene- 
ficiary to receive the proceeds is cun- 
ditioned upon the transfer of the corpo- 
rate stock to the corporation. (59-154; 
59-79). The Service had also indi- 
cated it will follow the Westerhaus 
decision by holding that in comparable 
factual situations under the 1939 Code 
the proceeds of the sales of stock of 
one wholly owned corporation to an- 
other wholly owned corporation does 
not constitute dividends but repre- 
sents capital gains, despite the close 
relationship of the parties and the 
available earnings and profits. (59-97). 


EMPLOYEE BENEFITS 


The $5,000 death exclusion does 
not apply to amounts with respect to 
which an employee possessed immedi- 
ately prior to death a nonforfeitable 
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right to receive such amounts while 
living. Where an employee’s right to 
receive pension benefits is lost upon 
withdrawal of his own contributions to 
the plan upon severing his employ- 
ment, the contributions made by the 
employer are considered forfeitable, 
Consequently, amounts not exceeding 
$5,000 paid to a beneficiary by reason 
of the death of an employee whose 
interest in such amounts was forfeit- 
able are excludable. (59-255). For 
years after 1950, an employee’s an- 
nuity payments received under a quali- 
fied plan which represents the en- 
ployer’s contributions on account of 
the employee’s foreign services during 
a bona fide foreign residence (includ- 
ing an entire taxable year), may be 
excluded from income as “considera- 
tion paid” for the annuity. The Service 
sets forth the method of determining 
such excludable portion. (59-278). 
If an employee of a qualified profit 
sharing trust, upon termination of his 
services, elects to take an annuity in 
lieu of a lump-sum payment after such 
sum first becomes payable, no part of 
the lump sum is considered taxabie 
to the employee. (59-94). 


EMPLOYEE WELFARE AND 
PENSION PLANS 


An employee pension plan con- 
tained a requisite provision to the 
effect that benefits under the plan be 
recomputed, in the event of its termi- 
nation within ten years of the date of 
its existence, to preclude discrimina- 
tion in favor of a prohibited class of 
employees. Modification of the plan 
by deleting this provision will not nec- 
essarily disqualify the plan when it 
terminates within the first ten years by 
reason of the liquidation of the em- 
ployer, provided the ratio of benefits 
to currerit compensation, per year of 
service, is not in fact discriminatory. 
(59-241). Nor will a provision in @ 
newly established employee plan call- 
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ing for the return of the employer’s 
contribution in the event the plan 
should fail to qualify, of itself prevent 
qualification. (59-309). But a profit 
sharing plan which limits coverage to 
a class of employees who are not 
entitled to overtime pay under the 
Fair Labor Standards Act will not 
automatically satisfy the nondiscrimi- 
natory requirements for tax exemption. 
(59-14). An employer’s right to de- 
duct contributions to a trust fund 
created solely to provide supplemental 
unemployment benefits to employees 
is not adversely affected by the fact 
that the plan is later amended to pro- 
vide for lump-sum seperation payments 
to designated employees. (59-256). 
An employer may use amounts con- 
tributed to an exempt profit sharing 
plan and credited to the participants 
in a nondiscriminatory manner, as 
part of the “annual compensation” 
base for determining benefits to be pro- 
vided under an exempt pension plan. 
(59-13). The deposit of trust funds 
of a bank’s profit sharing trust in a 
checking account with the employer- 
grantor does not constitute a pro- 
hibited transaction. (59-29). 

The tax advantages provided under 
a qualified plan were not intended to 
be extended to unlimited contributions 
by employers made primarily to escape 
tax on the increments thereon. How- 
ever, where the purpose of such a 
feature in a plan is to encourage sav- 
ings by participants, the Service will 
permit reasonable employee contribu- 
tions. Accordingly it holds that a plan 
will not fail to qualify merely because 
it provides for voluntary contributions 
by employees of up to 10 percent of 
their compensation, provided employer 
contributions on the benefits are not 
geared to employee contributions. 
(59-185). An extra pension plan con- 
tribution for past service even though 
allocated among the participants on the 
basis of current compensation is sub- 


ject to the 10 percent limitation for 
past service costs. (59-67). The Ser- 
vice also discusses a method of adjust- 
ing for “gains” arising in the current 
year in determining the deductible limit 
for pension plan contributions where 
the costs are calculated by the “entry 
age normal method.” (59-153). 


EXEMPT ORGANIZATIONS 


A nonprofit corporation operating a 
swimming pool and other recreational 
facilities as a public undertaking for 
the children and other residents of a 
community qualifies as a charity since 
its serves a generally recognized public 
purpose which tends to lessen the bur- 
dens of government. (59-310). In- 
come earned by a nonprofit corporation 
substantially controlled by a city, and 
which manages and operates a water 
system for the municipality, is not 
subject to tax. Bonds issued to finance 
the purchase of the water system are 
considered issued in behalf of the 
municipality and interest paid thereon 
is exempt from tax. (59-41). Inter- 
est on bonds issued by soil conserva- 
tion districts of Colorado is similarly 
exempt. (59-373). The failure of a 
tax-exempt organization to file the re- 
quired annual returns may cause it 
to lose its exempt status. (59-95). A 
committee of employees and employ- 
ers formed to establish and supervise 
the enforcement of standards of em- 
ployment in various crafts may qualify 
as a tax-exempt labor organization. 
(59-6). But a labor organization 
though qualified will be taxable on 
income derived from bingo games as 
unrelated business taxable income. 
(59-330). 

Any documents submitted in con- 
nection with a question concerning 
unrelated business income will not be 
available for public inspection since 
such public inspection extends only 
to matters relating to the organization’s 
original tax exemption. (59-267). An 
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otherwise exempt real estate board 
operating a multiple listing system as 
a primary activity will lose its tax ex- 
emption. Such operation is inherently 
designed for the rendering of particular 
services for individual members and 
constitutes a business of a kind ordin- 
arily carried on for profit. (59-234). 
Nor can an association providing for 
the payment of life, sick and accident 
benefits to nonemployees (i.e., pro- 
prietors, partners, self employed) 
qualify as a tax-exempt voluntary em- 
ployees’ beneficiary association. (59- 
28). 


FELLOWSHIP AND 
SCHOLARSHIP GRANTS 


Amounts received by a student as a 
scholarship for study at an educational 
institution are not taken into account 
in determining whether the individual 
received more than half of his sup- 
port from a taxpayer. Although bene- 
fits received by a student under the 
provisions of the War Orphans Educa- 
tional Assistance Act are excludable 
from his income, they do not consti- 
tute scholarship grants, and to the ex- 
tent used for the student’s support 
must be considered as contributed by 
him in determining the person who 
furnished more than half of his sup- 
port. (59-355). Nor can amounts 
received from the Veterans Adminis- 
tration by graduate students serving as 
hospital staff trainees be considered as 
a fellowship since they constitute tax- 
able compensation. (59-118). But 
an award to a student by a business 
firm as part of an advertising cam- 
paign in the form of a two-year col- 
lege scholarship is excludable from the 
recipient’s income. (59-80). Simil- 
arly, a cash award granted on a com- 
petitive basis by a corporation to a 
high school graduate following sum- 
mer employment at its plant to help 
pay for his education at a college of his 
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own choice qualifies as a scholarship 
grant, where the recipient incurred no 
obligation to render services to the 
corporation by accepting the award. 
(59-191). 

The entire amount of a grant re- 
ceived from a tax-exempt organiza- 
tion by a taxpayer not a candidate 
for a degree, covering his travel ex- 
penses while in a foreign country for 
research and study, is excludable as a 
fellowship grant subject to the $300 
per month 36-month limitation. (59- 
81). Funds granted by an exempt 
organization to an individual as prin- 
cipal investigator and administrator 
of a research program to cover the 
costs connected therewith, and from 
which he receives no salary or other 
economic benefit, do not constitute in- 
come to the recipient. (59-92). 


FOREIGN INCOME 


Where a husband is not required to 
file a return because all of his in- 
come is foreign excludable income, 
his wife may, on a separate return, 
claim the standard deduction (not to 
exceed $500), or use the optional tax 
table. (59-82). Even though the in- 
come tax conventions to which the 
U. S. is a party provide that income 
from real property shall be subjected 
to tax only in the country in which 
the property is situated, a so-called 
“savings clause” in the conventions 
subjects such income to a U. S. tax 
when received by a citizen or resident 
alien. To avoid double taxation, the 
taxpayer is permitted a credit against 
his U. S. tax. (59-56). 

Deferred net operating losses sus- 
tained by a U. S. citizen operating 
a business in a blocked-currency for- 
eign country may be used to offset for 
the taxable period terminated by the 
owner’s death any income from such 
country which the owner elected to 
defer under mim. 6475, as well as any 
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nondeferable income for such period. 
If the offset results in a net operating 
loss in the decedent’s final return, the 
loss may be carried back and applied 
against any nondeferable income for 
the preceding taxable years. (59-272). 


FOREIGN TAXES 

Eligible for the foreign tax credit 
are the Cuban taxes imposed under 
Article 2(b) of Law Decree No. 1005 
of 1953 (59-192); taxes imposed un- 
der the Cuban Emergency Tax Law 
of 1931 upon gross receipts of foreign 
corporations, interest, dividends, and 
royalties (59-7); the Brazilian with- 
holding tax of 25 percent on royalties 
(59-70); and the German trade taxes, 
but only to the extent levied on busi- 
ness earnings. (59-208). 

Income taxes paid to France on in- 
come arising in that country by a 
Belgian citizen, resident of the U. S., 
may not be credited against the U. S. 
tax because Belgium does not satisfy 
the “similar credit requirement” with 
respect to income taxes paid to 
France. (59-85). 

The Service also discusses various 
questions pertaining to the allowance 
of a credit against U. S. taxes for taxes 
paid or accrued to Puerto Rico under 
the “pay as you go” provisions of the 
Puerto Rican Income Tax Act (59- 
101); and the method of computing 
the foreign tax deemed to have been 
paid by a domestic corporation where 
the amounts received by the domestic 
corporation from its wholly owned 
subsidiary were allowed as a deduc- 
tion to the subsidiary in computing its 
income subject to tax in the foreign 
country. (59-71). 


HOLDING PERIOD 

The holding period of a capital as- 
set acquired by gift commences on the 
date of the gift (where the fair market 
value is used as the basis) even though 
the donor dies subsequent to the gift 


and the asset is required to be in- 
cluded in his estate as a gift made in 
contemplation of death. (59-86). The 
holding period of a surviving spouse’s 
share of community property which 
vested at the time of the acquisition, 
dates from the date of such acquisition 
by the community. As to the share 
which she inherits from the spouse, 
the holding period dates from the 
date of his death. (59-220). 


INDIANS 


Amounts paid members of Indian 
tribal councils for services performed 
by them as council members are not 
“wages” for employment tax purposes 
although includible in the members’ 
gross income. (59-354). Income di- 
rectly derived from lands held in 
trust by the U. S. for the benefit of 
Indian tribes under various enumer- 
ated statutes is exempt from tax. Such 
exemption also inures to the benefit of 
the Indian heirs and devises by or for 
whom the property is held, regardless 
of whether their interest is entire or 
an undivided fractional interest. (59- 
349). 


INSTALLMENT METHOD 


A change from the accrual to the 
installment basis results in a double 
tax in that the profit on installment 
payments received from sales in prior 
years must be reported again in the 
year of receipt. Relief from this harsh 
result was provided under the 1954 
Code by means of a credit in the cur- 
rent year for the tax previously paid 
on the installment profit. In the City 
Stores case, decided under the 1939 
Code, the taxpayer attempted to avoid 
the double tax by selling the install- 
ment accounts to banks prior to the 
year of the change. The court held 
the amounts collected by the banks 
on the installments could not be at- 
tributed to the taxpayer since there 
had been a bona fide sale. The Serv- 
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ice will follow that decision. (59- 


343). 


Gains realized by a taxpayer from 
the construction of custom-built 
houses with his materials on land 
owned by others cannot be reported 
on the installment method. Taxpayer 
is considered a building construction 
contractor and cannot qualify as a 
dealer in personal property, or as 
making a casual sale or other disposi- 
tion of personal property, even though 
under state law the houses may be 
“chattels” until their completion. (59- 
250). Similarly, a Tri-Party Public 
Buildings Purchase Contract (GSA 
1341, 11/23/56) is ruled to be a 
construction contract so that any gain 
to the builder or investor (who finances 
the construction) is ordinary income 
and may not be reported on the in- 
stallment basis. (59-345). 


INVOLUNTARY CONVERSIONS 


A sale or destruction of livestock on 
account of disease is treated as an 
involuntary conversion. The Service 
rules that the condition of dwarfism in 
beef cattle is not a disease, so that 
the sales of cattle due to dwarfism will 
not qualify as an involuntary con- 
version. (59-174). For the purpose 
of qualifying a “destruction” of prop- 
erty as an involuntary conversion, it is 
not necessary that a taxpayer satisfy 
the test of “suddenness” if the cause of 
destruction otherwise falls within the 
general concept of a casualty. Such 
test is mainly significant for casualty 
loss deduction purposes. (59-102). 
The nonrecognition of gain provisions 
are applicable to insurance proceeds 
received for  hail-destroyed crops 
which are reinvested within the re- 
placement period in another standing 
crop or a harvested crop. However, 
use of the insurance proceeds to cover 
costs of planting a new crop does not 
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constitute a proper replacement. (59- 
8). An award received from a con- 
demning authority will not be con- 
sidered as severance damages unless 
such designation has been stipulated 
by both contracting parties. (59-173), 
Where fire insurance proceeds com- 
pensate a taxpayer for both the de- 
struction of his residence and the in- 
crease in living costs due to the loss 
of the residence, only that part of the 
recovery attributable to the property 
loss is used to reduce the allowable 
fire loss deduction. The remaining 
proceeds constitute gross income com- 
parable to rental income. (59-360). 
Property voluntarily sold as a result 
of condemnation of related property 
is entitled to involuntary conversion 
treatment where the facts show a sub- 
stantial economic relationship between 
both properties so that they consti- 
tuted one economic unit. (59-361). 


JOINT RETURNS AND EXEMPTIONS 


A Wisconsin divorce is treated as 
interlocutory for a one-year period un- 
less either spouse dies during such 
period at which time the judgment 
becomes effective immediately before 
such death. Accordingly, a husband 
and wife may file a joint return for a 
calendar year that ends within the one- 
year period before the divorce becomes 
final. But should either spouse die 
within the year, the survivor is pre- 
cluded from filing a joint return for 
that year. (59-266). For depen- 
dency exemption purposes, benefits 
paid an individual on the basis of need 
under the public assistance laws of a 
state, are considered as the recipient's 
contribution toward his own suppott 
even though he is free to spend his 
check as he sees fit. If the benefits 
are more than half of the cost of his 
total support, such individual cannot 
be claimed as a dependent by another 
person. (59-232). 
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Not long ago a special analysis ap- 
peared in the Journal of Accountancy 
which created considerable interest. 
Its title was “How to Meet Today’s 
New Financial Requirements Through 
Modern Factoring.” Its subject is 
especially applicable today as busi- 
nessmen prepare financially for the 
uncertainties in the money market. 


Because of the great number of re- 
quests we have received for copies of 
the analysis, we recently reprinted it 
in booklet form. We are pleased to 
make it available without cost or obli- 
gation to members of the accounting 
profession. 


In addition, we invite you to write 
for copies of “The Business Growth 
Plan,” a 16-page booklet designed for 
distribution to your clients. It de- 
scribes in nontechnical language 
how factoring, a specialized form of 
commercial financing, provides five 
major requirements for sound and 
profitable business growth. 


For free copies, please address your request, specifying the publi- 
cation and the quantity desired, to Mr. Walter M. Kelly, President. 


In addition to old-line factoring, described in detail in the above two 
booklets, Commercial Factors Corporation offers a wide range of 
credit and financial services, including nonnotification factoring and 
accounts receivable financing. We also assist many of our clients by 
advancing funds, on a secured or unsecured basis, to support inven- 
tory, for machinery purchases, plant expansion programs, mergers, 


acquisitions, etc. 


We would be pleased to discuss these services with you in detail when 


the occasions arise. 


Commercial Factors Corporation 
One Park Ave., N. Y. 16, N. Y. » MU 3-1200 
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New York State Tax Forum 


Guest Editor—PETER ELDER, CPA 


On November 23, 1959, the Society’s 
Committee on New York State Taxa- 
tion sponsored a technical meeting at 
the Hotel Barbizon Plaza. We were 
privileged to hear Commissioner Joseph 
H. Murphy discuss “The New Income 
Tax Law.” In addition, there was a 
panel discussion, moderated by Mr. 
Philmore H. Friedman, CPA, during 
which many interesting ideas were 
developed. For the benefit of those 
members who were unable to attend 
the meeting, we shall present some of 
those ideas. 


CORPORATE REORGANIZATIONS 

Mr. William H. Shron, CPA, one of 
the panelists, emphasized a potential 
tax trap where a sole stockholder 
comes to the aid of his corporation 
which has a net operating loss. The 
facts of the question indicated that the 
stockholder might exchange marketable 
securities which have appreciated in 
value for additional stock of the cor- 
poration, for the purpose of having 
the corporation sell such securities, 
which would provide needed working 
capital to the corporation and, at the 
same time, the corporation would not 
pay a tax on the gain arising from the 
sale of the securities, since it is assumed 
that the net operating loss carryover 
would offset the gain. 

It was indicated that the New York 





PETER ELDER, CPA, is chairman of our 
Society’s Committee on New York State 
Taxation. Mr. Elder is a member of the 
firm of Peat, Marwick, Mitchell & Co. 
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and federal rules are reasonably com- 
parable concerning the non-recognition 
of taxable gain on the transfer of prop- 
erty to a corporation in exchange for 
stock as long as the requisite 80 percent 
control requirement is satisfied. How- 
ever, since the property transferred is 
other than stock-in-trade, the corpora- 
tion must hold the marketable securi- 
ties for more than six months if the 
exchange is to be tax-free to the stock- 
holder. If the corporation disposes of 
the securities within six months from 
the date of acquisition, then the trans- 
feror (stockholder) will in effect be 
deemed to have sold such securities on 
the date of the exchange with the cor- 
poration, and will be taxed on the gain. 
Furthermore, it appears that the cor- 
poration will not receive a stepped-up 
basis for franchise tax purposes even 
though the stockholder is taxed on the 
exchange. This point can be further 
emphasized by the fact that the fran- 
chise tax report is based on the federal 
return (form 1120) and since, for 
federal tax purposes, the corporation 
takes the transferor’s lower tax basis, 
gain will be reported and must be 
copied for state purposes. 

A way out of this dilemma might 
be for the stockholder to contribute 
the marketable securities to the cor- 
poration with the receipt of such securi- 
ties recorded by the corporation as 4 
contribution to capital. Thus, there 
would not be an exchange. We recog- 
nize that this suggestion is one of form 
versus substance, but it appears to be 
a safer way of effecting the transaction. 
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CORPORATE LIQUIDATIONS 


Mr. Shron also pointed out that 
New York State law does not contain 
a section comparable to Section 337 
of the 1954 Internal Revenue Code. 
Therefore, while sale of its rental prop- 
erty by a real estate corporation, within 
the period prescribed by Section 337, 
will avoid federal tax at the corporate 
level, the corporation will nevertheless 
be subject to the 2 percent real estate 
tax on its surplus upon liquidation. It 
was further indicated that if the cor- 
poration were taxed under Article 9A, 
the gain on the sale of the rental prop- 
erty would not be included in net 
income since the franchise tax report 
follows the federal return. However, 
if the franchise tax is based on capital, 
the gain arising from the sale might 
increase the tax since such gain would 
have increased the capital of the cor- 
poration. 


The application of Section 333 of 
the 1954 Internal Revenue Code was 
discussed as to the effect under New 
York State law. The problem pres- 
ented involved a liquidation of a real 
estate corporation under Section 333 
of the Code. While federal tax to the 
stockholders would probably not be 
measured by the fair market value of 
the property distributed, for state pur- 
poses such valuation would be the 
determining factor in computing gain 
or loss to the shareholders. In addi- 
tion, the corporation would be subject 
to the 2 percent real estate tax on 
surplus and here it should be remem- 
bered that surplus would include the 
appreciation in value of the rental 
property distributed, just as if the 
property had been sold. 


UNINCORPORATED BUSINESS TAX— 
EXEMPTION 


Mr. William Etkin, CPA, advised 
that exemption from the unincorpo- 
rated business tax will not follow where 


a taxpayer utilizes his knowledge and 
training as a professional man if he is 
not actually practicing his profession. 
Thus, if an attorney uses his legal 
training as a real estate broker or an 
insurance agent, income from such ac- 
tivity will be subject to the unincor- 
porated business tax since the taxpayer 
is not practicing law. 


STATUTE OF LIMITATIONS 


A question was presented concern- 
ing the statute of limitations as to an 
assessment for the unincorporated busi- 
ness tax. The inquiry was directed to 
a situation where a partnership believed 
itself exempt from such tax and merely 
filed a statement to this effect with the 
partnership return (form IT 204). 
Mr. Etkin indicated that since form 
204 is provided for two purposes, one 
for the information return concerning 
income to be taxed to the partners, 
and the second for the unincorporated 
business tax, and since the separate 
sections of the form constitute two 
separate returns and are required under 
different sections of the law, the mere 
filing of such a statement would not 
Start the running of the statute of 
limitations. It was suggested that the 
correct procedure would be to file a 
completed unincorporated business tax 
return, omit the tax computation, and 
attach a statement explaining fully the 
claim for exemption from payment of 
the tax. 


PERSONAL INCOME TAX 


Concerning the sale by a nonresident 
of stock in a cooperative apartment 
located within the State of New York 
the inquiry was raised as to whether 
the sale of such stock would be con- 
sidered as a sale of real property and 
hence subject to tax. It was indicated 
that while stock held by a tenant- 
stockholder in a cooperative apartment 
could qualify for deferment of gain 
under certain circumstances, assuming 
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the apartment was used as a principal 
place of residence, etc., sale of such 
stock is regarded as a sale of personal 
property. Therefore, since the regula- 
tions expressly provide that as a general 
rule nonresidents are not taxed on 
gains arising from sale of securities, 
there would be no tax due on the sale 
of stock in the cooperative apartment. 


ESTATES AND TRUSTS 


Another panelist, Mr. Milton G. 
Harrison, CPA, advised that adminis- 
tration expenses, which are reasonable 
in amount and are ordinary and neces- 
sary in the performance of a fiduciary’s 
duties, are deductible for income tax 
purposes unless allocable to the pro- 
duction or collection of income exempt 
from tax. However, where administra- 
tion expenses are so deducted, it is 
necessary that a statement in duplicate 
with the income tax return indicate 
that these expenses have not been 
claimed or allowed in computing the 
net estate. 


An ever bothersome question was 
presented as to how long a period may 
exist for the administration of an estate. 
The period of administration or settle- 
ment of an estate is the period required 
by the executor or administrator to 
perform the ordinary duties pertaining 
to administration, in particular the 
collection of assets and the payment of 
debts and legacies. It was stated that 
it was immaterial whether the termina- 
tion has been fixed by a court decree 
or whether it is less or more than a 
period prescribed by local statute. If 
an attempt is made to continue filing 
fiduciary returns when the facts sug- 
gest a termination of the estate, it is 
quite possible that the beneficiaries or 
distributees will be taxed on the income 
as if a partnership existed. 


WITHHOLDING TAX PROCEDURES 


Mr. Herbert M. Haber, CPA, ad- 
vised that as a general rule, wages 


subject to New York State income tax 
withholding are the same as wages sub- 
ject to federal income tax withholding, 
However, an exception to this rule con- 
cerns meals and lodging, which, when 
furnished for the convenience of the 
employer, are not considered income 
for federal purposes, but do constitute 
income for State purposes. If with- 
holding on such items is not required 
for federal purposes, the State has indi- 
cated that an employer may elect not 
to withhold New York tax. Regardless 
of whether an employer elects to with- 
hold the tax, the value of the meals 
and lodging must be included in the 
withholding tax statement. 

A discussion followed concerning 
withholding of tax on wages paid non- 
resident employees. Withholding is 
applicable only to wages paid for serv- 
ices performed within New York and 
the usual method of determining wages 
subject to withholding is on the basis 
of the ratio of days worked within the 
State to days worked everywhere. 
However, as to nonresident traveling 
salesmen, commissions subject to with- 
holding could be on the basis of the 
ratio of sales made within the State 
to sales made everywhere. 

It was also stated that an employer 
could adjust in January 1960, tax 
withheld in December 1959 if the facts 
presented by the employee warrant 
such action. If the employer does re- 
fund to the employee any part of taxes 
so withheld, it is most important that 
a receipt be obtained from the em- 
ployee and that such receipt be made 
part of the employer’s records. 


COMBINED REPORTS 


Mr. Robert A. Wiener, CPA, men- 
tioned that the filing of a combined re- 
port is a privilege granted by the State 
and in certain instances may be re 
quired by the State. Permission to file 
a combined report may be granted 
where a parent-subsidiary relationship 
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exists or where control of corporations 
is vested in common interests, such as 
in affiliated ownership. Thus, it is 
apparent that the State’s concept in this 
area differs from that of the federal 
government as it relates to consolidated 
returns. The purpose is to prevent 
avoidance of tax among corporations 
doing business with each other. Never- 
theless, there must be a community of 
business interest between corporations 
in order to file a combined report. 

The panelist advised that some of 


the additional requirements which must 
be satisfied in filing combined reports 


are the following: 

1. Are the corporations engaged in 
the same or related business? 

2. Are the separate corporations in 
effect departments of a whole? 

3. Are the products of one corpo- 
ration used by a related corporation? 

4. Do the corporations have any 
financial relationship between them 
which involves the exchange of services 
or funds to assist in financing the sepa- 
rate operations? 

5. Are there substantial intercom- 
pany relationships between the separate 
corporations? 





Official Decisions and Releases 


DECISION OF TRIAL BOARD 


THE NEw YorK STATE SOCIETY OF CERTIFIED PUBLIC ACCOUNTANTS 


After having held the trial of the 
member on the 24th day of November 
1959 at the offices of the New York 
State Society of Certified Public Ac- 
countants, 355 Lexington Avenue, in 
the Haskins Room, and after weighing 
all the evidence presented at said trial, 
the Trial Board unanimously finds the 
member guilty of the charge of failing 
to respond to the three (3) requests 
of the Committee on Professional Con- 
duct of the New York State Society 
of Certified Public Accountants that he 
tespond in answer to the complaint 
led against him, and in his not having 
complied with his promise in his letter 
of April 16, 1959 to the New York 
State Society of Certified Public Ac- 
countants that he furnish a report to 


that Society within 8 to 10 days ex- 
plaining the matter which is the subject 
of the complaint against him and by 
so doing wilfully violated the provi- 
sions of the “Rules of Professional 
Conduct” and the By-Laws of the 
New York State Society of Certified 
Public Accountants in that his actions 
are incompatible with the obligations 
and responsibilities imposed by his pro- 
fessional status and by his membership 
in this Society, and the Trial Board 
hereby orders that he be suspended 
from membership in the New York 
State Society of Certified Public Ac- 
countants for a period of six (6) 
months, effective immediately. 


November 24, 1959 
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Accounting at the SEC 


Conducted by Louis H. RAPPAPORT, CPA 


MANAGEMENT SERVICES AND THE SEC 


The bread and butter work in pub- 
lic accounting is the examination and 
certification of financial statements and 
the preparation or review of tax re- 
turns. For many years, however, busi- 
nessmen have looked to their public 
accountants for a wide variety of other 
services to assist them in the conduct 
of their business. This is to be ex- 
pected because accounting is the lan- 
guage of business, and the public ac- 
countant, in the course of his work, 
acquires a considerable knowledge not 
only of his client’s business but also 
about business in general. 

Management is accustomed to re- 
garding public accountants as experts 
in such matters as organizational plan- 
ning, methods and procedures for ac- 
counting and record keeping, and the 
characteristics of various types of 
clerical labor-saving devices. Because 
of the intensely competitive conditions 
existing in business today and the tre- 
mendous strides which have been 
made in data processing methods, 
management is turning more and more 
to their certified public accountants 
for services not bearing directly on the 





LOUIS H. RAPPAPORT, CPA, a partner 
in the firm of Lybrand, Ross Bros. & Mont- 
gomery, CPAs, is the author of SEC AC- 
COUNTING PRACTICE AND PROCED- 
URE. 
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examination of their financial state- 
ments. 

Others better qualified than we are 
have written at length on the subject 
of management services by public ac- 
countants. We have only one purpose 
in mind in introducing the subject in 
this department. Regardless of the 
type of service he furnishes his client, 
the accountant should make sure that 
he does nothing to prejudice his status 
as an independent public accountant. 

There is nothing wrong in helping 
a client prepare a budget system, or 
in improving his cost accounting meth- 
ods, or in suggesting improvements in 
clerical procedures which enable a job 
to be done faster, better and cheaper. 
But in furnishing these services, the 
accountant should not lose sight of his 
proper function. It is the accountant’s 
rightful job to bring to his client’s at- 
tention all ideas, facts and _ recon- 
mendations pertaining to the problem 
under consideration, in an advisory 
capacity without active participation 
in management’s decision. This te 
quires a fine sense of professional re- 
sponsibility. As an independent pro- 
fessional man, the public accountant 
should not hesitate to make his recon- 
mendations and to discuss the pros 
and cons of various alternatives. But, 
having given his advice, he must b 
content to let management make the 
final decision. Otherwise he may find 
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himself in the position of auditing his 
own work—namely, his own decisions. 

In a recent speech,* Andrew Barr, 
Chief Accountant of the SEC, said 
that the public accountant who fur- 
nishes management services should 
keep two questions in mind: 

1. Am I remaining an adviser to 
management and not entering the de- 
cision-making area? 

2. Am I sure that the audit of the 
financial statements will not involve 
checking my own work? 

Unless the accountant can answer 
“Yes” to both questions, according to 
Mr. Barr, the accountant’s independ- 
ence as to furnishing an objective re- 
port on management is in question. 

Mr. Barr recognized that systems 
work, cost analysis, budgetary con- 
trols and other aspects of business 
management have long been the prov- 
ince of the public accountant. It could 
be possible, he said, for an accountant 
to become so deeply involved in per- 
forming managerial services for a 
client that he would lose his objective 
approach to his audit engagement. In 
such a case, Mr. Barr said, he should 
concentrate on one activity or the 
other and not attempt to do both. 


*“Accounting—Changing Patterns; The 
Impact of Regulatory Agencies,” Art Insti- 
tute of Chicago, November 11, 1959. 
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Administration of 


A CPA Practice 


Conducted by MAx BLock, CPA 


STAFF TRAINING IN REPORT WRITING 


A very useful tool in staff training 
on report writing is an 80-page pam- 
phlet on that subject prepared by the 
U. S. General Accounting Office. It 
is entitled “The Language of Audit 
Reports” and sells for 35¢ per copy. 
Because of its modest cost a copy 
could be furnished each staff member. 
Principals, too, will find it a handy 
reference manual. 

The pamphlet contains a detailed 
index enabling the reader to quickly 
locate information on any one of 
almost 300 aspects of good language 
form. Some idea of the ground cov- 
ered by the pamphlet may be obtained 
from these selected chapter headings: 

Some general helps to make it clear, 
concise, and correct. 

Make action words act. 

Floundering sentences. 

Showy language. 

Some grammar troubles. 

Some comments on punctuation. 

For those who desire more than a 
pamphlet, Jennie Palen’s book, “Re- 
port Writing for Accountants,” is 
recommended. Also, the CPA Hand- 





MAX BLOCK, CPA (N. Y., Pa.), is a 
former chairman of the Committee on Ad- 
ministration of Accountant’s Practice of the 
New York State Society of Certified Public 
Accountants. He is a lecturer at the Baruch 
School of Business and Public Administra- 
tion of The City College of New York in 
the graduate course on Accounting Practice. 
Mr. Block is a member of the firm of 
Anchin, Block & Aanchin. 


book (AICPA), Chapter 19, contains 
a storehouse of valuable information. 

An evidence of the widespread need 
for improvement in the quality of 
writing is the fact that a major news- 
paper, the N. Y. World Telegram, de- 
voted an editorial to “Poor Writing” 
on November 12, 1959. It referred 
to a complaint of Dean William G. 
Warren of the Columbia Law School 
to the effect that “new students—who, 
mind you, have completed four years 
of standard college work—are by and 
large a sorry lot at expressing them- 
selves in writing.” 

Accountants are no exception. Staff 
training and other remedial measures 
are required to overcome the literacy 
lag in our profession. In recognition 
of this need the American Institute of 
Certified Public Accountants sponsors 
a continuing education course in report 
writing. Certainly those who review 
and edit reports should consider en- 
rollment. 


RETENTION OF RECORDS 


The subject of record retention, be- 
cause of its concern to accountants, 
merits occasional reconsideration in 
this department. Accountants who 
preserve all papers by microfilm meth- 
ods or by use of public or private 
warehouse space, have no real prob- 
lem other than the relatively simple 
one of a file location control. Those 
who choose to dispose of unrequired 
papers have a problem that requires 
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a two-pronged solution. One part is 
a retention policy; the other part is a 
filing plan that will facilitate disposals. 
The process of weeding out papers 
can be so onerous and time-consuming 
as to frustrate a well-conceived reten- 
tion policy. 

RETENTION POLICY 

As to the establishment of a policy, 
there is adequate literature available 
to enable a practitioner to prepare one 
for himself with little effort or diffi- 
culty. Here are a few references to 
such material: 

George N. Farrand, “Preservation 
of Accountants Records,” The New 
York Certified Public Accountant, De- 
cember 1948. 

Ellma Frantz, “How to Evaluate 
and Improve a Records Management 
Plan,” The New York Certified Public 
Accountant, September 1958. 

Bankers Box Company (Chicago, 
Illinois), “Manual of Record Storage 
Practice, with Suggested Retention 
Periods,” (a pamphlet). 

“Tackling the Problem of Records 
Retention,” The Controller, March 
1950. 

Practitioners Forum, “Storage and 
Disposal Plan,” The Journal of Ac- 
countancy, August 1954. 


DISPOSAL PLAN——-WORKING PAPERS 


The disposal plan is not as simple 
as the retention policy. First, it re- 
quires the physical segregation of pa- 
pers according to holding periods. 
Second, it requires a program for 
transferring papers from active to non- 
active files prior to the time of destruc- 
tion. Third, it requires a system of 
filing and labelling as will facilitate, 
on each disposal date, the selection of 
the material that is to be destroyed. 

Physical segregation of disposable 
working papers by retention periods 
is a matter that must be handled in 
a practical manner. Thus, we should 
concentrate on the segregation of the 


bulky papers such as accounts receiv- 
able confirmations, accounts payable 
confirmations, inventory records and 
schedules, and other non-permanent 
bulky papers. The remaining small 
number of non-permanent papers that 
cannot easily be segregated may well 
be left with the permanent papers. 

It therefore follows that a client’s 
annual papers should be divided into 
two sections—permanent and dispos- 
able. Disposable papers should be 
placed in files that are labelled with 
the date of disposal. Thus, for ex- 
ample, there could be a number of file 
drawers labelled “Disposition Date- 
January 1, 1963.” In it would be kept 
the disposable part of the annual pa- 
pers of various clients, each client’s 
papers held intact by some form of 
fastener, and each batch in an alpha- 
betical order. The removal and 
destruction of these papers after Janu- 
ary 1, 1963 should be a simple opera- 
tion. 

Where disposable annual papers are 
to be segregated according to two dis- 
position dates, the same mechanics 
can be employed but the papers will 
be segregated in three files instead of 
two—one permanent file and two dis- 
posable files. 

If a file room capacity is small, 
some portion of the retained papers 
may require transfer to an inactive 
section, off the premises. The transfer 
process may involve permanent papers 
and disposable papers. So long as the 
disposal files disclose the date of 
destruction, it does not matter where 
they are located. Thus, for example, 
a ten-year file labelled “Disposition 
Date-January 1, 1969” could be kept 
off the premises and on or after the 
indicated date those papers could 
easily be located and destroyed. 

Your editor would like to receive 
from readers brief resumes of success- 
ful disposal plans, for review in this 
department. How about cooperating? 
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Payroll Tax Notes 


Conducted by SAMUEL S. REss 


HIGHER SOCIAL SECURITY TAX RATES 
COMMENCE JANUARY 1, 1960 


Both the employer and employee 
Federal Insurance Contributions Act 
tax rates with respect to taxable wages 
received by the employee and paid by 
the employer during the calendar years 
1960 to 1962 inclusive, are 3 percent 
for each, instead of the 2% percent 
rate in effect for 1959. As was the 
case in 1959, wages paid by an em- 
ployer to an employee not in excess 
of $4,800 for the calendar year 1960 
are taxable. 

The tax rate on self-employment 
income not in excess of $4,800, less 
any taxables wages that might have 
been received during the calendar or 
fiscal taxable year beginning after De- 
cember 31, 1959, and before January 
1, 1963, is fixed at 4% percent for 
each taxable year. It is important to 
note that a self-employed person with 
a fiscal year ending November 30, 
1960 will pay the self-employment tax 
at the 334 percent rate in effect before 
January 1, 1960, even though at least 





SAMUEL 5S. RESS, an associate member of 
our Society since 1936, is a member of the 
New York and Massachusetts Bar. He is 
engaged in public practice in his own office 
in New York City specializing in payroll 
taxation and labor-management matters. Dr. 
Ress was formerly a member of the Society’s 
Committee on New York State Taxation 
and chairman of its Subcommittee on Un- 
employment Insurance. 
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11 months of self-employment income 
may have been earned after January 
1, 1960. 


RECENT UNEMPLOYMENT 
INSURANCE DECISIONS 


The decision in Appeal Board Case 
No. 70,188-59, handed down Novem- 
ber 27, 1959, determines some inter- 
esting issues with reference to when 
and how an employer not otherwise 
subject to the unemployment insur- 
ance law, may secure coverage so as to 
provide his unemployed former em- 
ployees with protection. 

The case arose when a claimant for 
unemployment insurance applied for 
benefits after having been laid off, al- 
leging that he had been in covered em- 
ployment for at least 20 weeks of the 
52 weeks preceding the week in which 
he filed his claim. The Division tre- 
jected his claim on the ground that he 
did not file a valid original claim be- 
cause he did not have at least 20 weeks 
of covered employment during his base 
period. Some 13 weeks of alleged cov- 
ered employment by a general con- 
tractor were in question. 

It appears that the general con- 
tractor had assumed that he was sub- 
ject to the unemployment insurance 
law in 1958. Under the procedures 
adopted by the Division of Employ- 
ment, determinations of liability are 
issued to all employers who indicate 
on their federal social security returns 
the employment of at least two pet 
sons in any calendar quarter, and do 
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not inform the Division of Employment 
as to the reason why the determination 
of liability may be incorrect on the 
appropriate “Report to Determine Lia- 
bility” which the employer is requested 
to fill out and file with the Division. 

In this case the employer had em- 
ployed two persons during one quarter 
in 1957 but not at the same time. At 
first the Division of Employment made 
arbitrary assessments against the em- 
ployer for contributions allegedly pay- 
able in 1957 and the first quarter of 
1958, which the employer refused to 
pay. Later the employer contended 
that he had made application for vol- 
untary coverage effective with the sec- 
ond quarter of 1958 and thereafter, 
but omitted to file quarterly contribu- 
tion reports for those periods on or 
before the statutory due dates. 

The Appeal Board ruled that the 
employer had failed to prove that he 
had obtained voluntary coverage for 
his employees commencing with the 
second quarter of 1958, and that the 
carbon copy of a “Report to Determine 
Liability” on which the employer had 
noted his election of voluntary cov- 
erage, contained in the files of the em- 
ployer was not sufficient. It was also 
necessary to show that after the elec- 
tion had been made, it had to be trans- 
mitted by the employer to the Division 
of Employment which in turn is re- 
quired under Section 561.1(a)-3 of 
the Unemployment Insurance Law to 
approve the application for voluntary 
coverage as a condition prerequisite to 
such coverage. With reference to the 
arbitrary assessments made for the pe- 
tiods prior to the second quarter of 
1958, the Appeal Board upheld the 
rescission of those assessments upon 
the showing by the employer that he 


did not have the requisite number of 
employees at the earlier period. Like- 
wise, the registration number that had 
been assigned arbitrarily to the em- 
ployer for the prior period was re- 
scinded because compulsory coverage 
requirements were nonexistent at the 
time. 

In Appeal Board Case Nos. 67,153- 
58 and 68,640-59, it was decided that 
a claimant who has been disqualified 
for refusal of employment without good 
cause is not subject to additional dis- 
qualifications for refusing subsequent 
offers of the identical job. Once a 
claimant has been disqualified from 
receiving benefits in one benefit year 
for 42 consecutive calendar days on 
the ground that he had refused suitable 
employment (possibly reemployment 
by his former employer who sought 
his return to work), no further refusal 
penalty may be imposed with respect 
to that particular job. However a per- 
sistent refusal of reemployment cou- 
pled wih a long period of unemploy- 
ment may be indicative of the fact 
that claimant is not available for any 
employment at all and has in fact with- 
drawn from the labor market, thereby 
making him ineligible for further bene- 
fits until he shows active reentry into 
the labor market. 

In Appeal Board Case No. UCFE- 
284-58, refusal of otherwise suitable 
employment is without good cause 
when the offered wages are those which 
prevail for such occupation in the par- 
ticular industry even though the pre- 
vailing wages for one doing similar 
work in another industry are substan- 
tially higher, when it can be shown 
that the work in one industry may be 
different in some respects from that 
done in the other industry. 
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Federal Taxation 


Decisions and Rulings—RICHARD S. HELSTEIN, CPA 


Commentary 


—Committee on Federal Taxation 


Chairman, HERBERT M. MANDELL, CPA 


DECISIONS AND RULINGS 


CASUALTY LOSSES AND 
SECTION 1231 


An individual suffered a casualty 
loss in connection with destruction of 
trees and shrubs on residential prop- 
erty. The question was left for the 
Court to determine “whether the 
casualty loss was deductible from ordi- 
nary income in its entirety and without 
consideration of the capital gains which 
the plaintiff may have had during that 
income period, or whether the loss 
should first be applied against the capi- 
tal gains which the plaintiffs may have 
had during that year and the provisions 
of Section 1231... applied.” 

The taxpayer contended that since 
no insurance was received, the casualty 
loss was not the type of loss through 
involuntary conversion which is re- 
ferred to in Section 1231, since there 
was no conversion into “other property 
or money.” This contention is denied 
by the Court on the grounds that it 
was not the intent of Congress to dis- 
tinguish between uninsured and insured 
losses, to the detriment of the latter. 

(It should be added, parenthetically, 
that the last paragraph of Section 
1231(a), added by P.L. 85-866 on 
January 1, 1958 [providing that Sec- 
tion 1231(a) does not apply to unin- 


sured losses], covers only business 
property and property used for pro- 
duction of income. Thus, even had it 
been in effect at the time this issue 
arose, it would not have been appli- 
cable.) 

Accordingly, the Court held that the 
loss in this case would fall within the 
purview of Section 1231. (Maurer etal 
v. US, USDC Kansas, 9/24/59.) 

The wording of the decision, pur- 
posely quoted in paragraph one above, 
is not clear. It appears to imply that 
the casualty loss shall be applied 
against the taxpayer’s capital gains 
without distinguishing between gains 
on sales or exchanges of capital assets 
and gains on sales of property used in 
his trade or business. If it means that 
the casualty loss is first to be offset 
against gains on sales of stocks or other 
non-business property, it is in conflict 
with J. L. Sullivan, 17 TC 1420, Acq. 
on this issue 1953-2 CB 6, aff'd on 
other issues, 210 F. (2d) 607. It must 
be assumed, therefore, that the refer- 
ence of the Court was to Section 1231 
gains and losses. This raises a series 
of interesting questions. 

The last sentence of the first para 
graph of Section 1231(a), which pro- 
vides that if the gains do not exceed 
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the losses “such gains and losses shall 
not, be considered as gains and losses 
from sales or exchanges of capital 
assets” (emphasis supplied), is am- 
biguous. It could mean that they are 
not considered as losses from sales or 
exchanges as well as from capital 
assets. (The regulations do not help. 
Section 1.1231-1(b)(2) merely states 
that they are to be treated as ordinary 
losses not subject to the limitations on 
capital losses provided in Section 
1211.) If the net loss is not treated 
as from a sale or exchange, no Section 
1231 losses would be deductible from 
gross income in computing adjusted 
gross income, since in computing ad- 
justed gross income, Section 62(4) 
allows deduction of losses only from 
“sale or exchange of property.” We 
do not think this was the intended 
result, because the tax treatment of the 
gain or loss would not change the 
inherent character of the transaction 
as a Sale or exchange. This conclusion 
is further borne out by the provision 
for the deductions of such losses from 
gross income on form 1040. 

But an uninsured casualty loss 
attributable to residential property, 
(which is allowed as a deduction under 
Section 165(a) and 165(c)(3)), must 
be deducted from adjusted gross in- 
come since it is not a loss from the sale 
or exchange of property. This raises 
the question as to whether a net loss 
under Section 1231, involving such a 
casualty loss, changes the inherent 
character of the casualty loss and per- 
mits its deduction from gross income. 

Assume a loss on sale of business 
property of $800 and a $1,000 unin- 





RICHARD S. HELSTEIN, CPA, has been 
a member of our Society since 1940. He 
is chairman of the Committee on Publica- 
tions and was formerly a member of the 
Committee on Federal Taxation. Mr. Hel- 
stein is associated with J. K. Lasser & Co. 


sured casualty loss on non-business 
property. Is gross income to be re- 
duced by $800 or $1,800? Assume a 
gain on sale of business property of 
$800 and a $1,000 casualty loss on 
non-business property. Is gross income 
to be reduced by $200; or is it to be 
increased by $800 and adjusted gross 
income reduced by $1,000? If the 
latter, is the $800 to be treated as ordi- 
nary income or capital gain? Or 
assume, in addition to the facts in the 
preceding example, that there is also 
a loss on sale of other business prop- 
erty of $500. What treatment is to be 
accorded the net loss of $700? 

For many individuals operating a 
business as a sole proprietorship or as 
a partnership, and using the optional 
standard deduction, the questions 
raised have real import. Unfortunately 
there is no clear answer. 


CHARITABLE CONTRIBUTIONS 


When property is donated to a tax- 
exempt charitable organization, the 
donor is entitled to a deduction meas- 
ured by the fair market value of the 
property at the time of the contribu- 
tion. However, where there are re- 
strictions or conditions with respect 
to the donated property, the fair 
market value must be considered in 
the light of those restrictions. 

Thus, where a taxpayer, who was an 
authorized automobile dealer, made a 
special purchase of thirteen cars to be 
donated to a recognized charity, the 
deduction was limited to his cost be- 
cause, under the terms of the purchase, 
the taxpayer could not resell the cars 
but had to donate them to the charity. 
The Tax Court said that since the cars 
were outside of the quota allowed the 
agency, and were not purchased with 
any intent to resell, the taxpayer pur- 
chased them as a private individual 
subject to the condition that they were 
to be donated (Jacob J. Cooley, 33 TC 
No. 26). 
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FRAUD IN THE PREPARATION 
OF INCOME TAX RETURNS 

The following case, involving the 
conviction of a certified public account- 
ant for fraud in the preparation of cor- 
porate and individual income tax re- 
turns is reported without comment. 
The facts involved speak for them- 
selves. 

Samuel J. Brill, a certified public 
accountant, prepared the corporate in- 
come tax returns of the Zippo Manu- 
facturing Corporation. In addition, he 
was assistant secretary and a director 
of the company. He functioned in the 
capacity of financial adviser to the 
president, and also rendered advice on 
the treatment of various accounting and 
bookkeeping problems as they arose. 

During the period involved, the cor- 
poration paid for the remodeling of the 
homes of stockholders and their mar- 
ried daughters and made other dis- 
bursements for the personal benefit of 
the stockholders. These disbursements 
were not reimbursed by the individuals. 
They were deducted as expenses on the 
books of record of the corporation. 
From the testimony it appears that 
Brill was fully acquainted with these 
transactions. Nevertheless, in prepar- 
ing the corporation return, he caused 
these expenditures to be claimed as 
deductions. Further, in the prepara- 
tion of the individual tax returns of 
the recipients of the benefits of these 
corporate expenditures, Brill failed to 
report said benefits as income. 

Brill was indicted and convicted of 
a felony under Sections 145(b) and 
3793(b)(1), IRC 1939, which are 
similar to Sections 7201 and 7206(a) 
IRC 1954. (U. S. v. Samuel J. Brill, 
CA-3, 9/30/59.) 


WITHHOLDING ON 
TRAVEL ALLOWANCES 


Where an employee’s services are 
required in one particular area for a 
year or more, the employment is not 
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a “temporary” one, and thus does not 
constitute “travel away from home,” 
Thus, advances to cover expenditures 
which are not deductible by the em- 
ployee under Section 162(a), IRC 
1954, are subject to withholding of 
income tax by the employer. 

The foregoing ruling, effective Janu- 
ary 1, 1960, was issued by the Com- 
missioner solely for the purpose of 
withholding income tax under Section 
3402, and is not determinative of 
whether the expenses covered by the 
advances are deductible. It was issued 
principally to avoid the hardship to the 
employee of having to pay large in- 
come tax deficiencies upon the determi- 
nation of the deductibility of the ex- 
penses involved. The ruling sets forth, 
in some detail, the conditions which 
determine that withholding should be 
made. (Rev. Rul. 59-371, IRB 1959- 
47, 10.) 


PENALTIES FOR FAILURE TO FILE 
DECLARATION OF ESTIMATED TAX 
UNDER THE 1939 CODE 


The Supreme Court has held that 
under the 1939 Code, where an indi- 
vidual taxpayer failed to file a decla- 
ration of estimated income tax, he is 
subject to only one penalty. The Com- 
missioner has been asserting two pen- 
alties: (1) for the failure to file the 
declaration, and (2) for substantial 
underestimate of tax; on the grounds 
that a taxpayer failing to file, in effect 
estimates his tax as zero. The Con- 
missioner has been upheld throughout 
by the Tax Court and generally de- 
feated in the District Courts. The 
Supreme Court granted certiorari be- 
cause of a conflict in the Courts of 
Appeal. The 1954 Code imposes 10 
penalty for failure to file a declaration, 
but penalizes the underpayment put 
suant to Section 6654. Thus, under 
the 1954 Code there can be only on 
penalty. (Com. v. Fred N. Acker, S. 
Ct., 11/16/59.) 
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SUBCHAPTER S ELECTION 
BY NEW CORPORATION 


Stockholders of a corporation desir- 
ing to be taxed under the provisions 
of Subchapter S are required to make 
atimely election. For a newly organ- 
ied corporation this may present a 
problem with respect to its first taxable 
year. 

According to proposed regulation 
Section 1.1372-2(b), a new corpora- 
tion must make its election during the 
first month of its first taxable year if 
the corporation wishes to be governed 
by Subchapter S from its inception. 
In the case of a new corporation, the 
tem “month” means the period com- 
mencing with the beginning of the 
first day of the taxable year and end- 
ing with the close of the day preceding 
the numerically corresponding day of 
the succeeding calendar month. The 
frst taxable year of a new corporation 
begins on the first day the corporation 
was in existence and continues for a 
period ending on the last day of a 
month but in no case shall the initial 
taxable year exceed twelve months. 
Thus, a corporation organized on July 
10, 1959 was required to file its elec- 
tion by August 9, 1959 irrespective of 
when it started regular business activi- 
ties, 

It is a common practice for a corpo- 
ration to be organized several months 
prior to the commencement of active 
operations. During this period the 
stockholders may not be in a position 
to determine whether or not they wish 
to have the corporation make an elec- 
tion. Often, the problems of making 
al election are not brought to the 
attention of the stockholders until after 
the commencement of active opera- 
lions. Where this is so, the corpora- 
tion will not be able to qualify under 
Subchapter S for its initial year. 


Assuming that the corporation which 
was organized on July 10, 1959 began 
business on December 1, 1959 and the 
stockholders did not make an election 
prior to the latter date, the provisions 
of Subchapter S can be made appli- 
cable to the period beginning with De- 
cember 1, 1959. To do this the corpo- 
ration would be required to establish a 
taxable year ending November 30, 
1959 and file the election by December 
31, 1959, which is within the first 
month of the second taxable year. In 
order to make the election applicable 
with the commencement of active busi- 
ness operations, the corporation has 
given up its prerogative to establish a 
fiscal year other than November 30. 


To enable a corporation to make a 
timely election for its first taxable year 
requires advance planning. Otherwise, 
the stockholders must be content with 
having the corporation’s taxable in- 
come earned during its first taxable 
year taxed to the corporation. On the 
other hand, any losses incurred during 
the first taxable year by the corpora- 
tion will not be available as deductions 
by the stockholders. 


OWNERSHIP OF TWO RESIDENCES 
AND NONRECOGNITION OF GAIN 


Gain on the sale of an individual’s 
principal residence may achieve non- 
recognition under Section 1034 where 
a new residence is acquired, even 
though the new residence is acquired 
from the selling taxpayer’s spouse or 
another related party. This makes 
possible an interesting tax planning 
opportunity. Consider the following 
example. 

A husband and wife each owns a 
house. The husband’s house is lo- 
cated in the City of X where he is 
employed. This house is their princi- 
pal residence since it is used by them 
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for the greater part of the year. The 
wife’s house is located in another city 
and has been used by the husband and 
wife as a vacation residence. The 
husband’s house has a tax basis to him 
of $20,000, but is presently worth 
$45,000. The wife’s house, which was 
acquired fairly recently, has a tax basis 
to her of $50,000 which is also the 
approximate fair market value. The 
husband is contemplating retirement in 
the near future and the couple will live 
permanently in the wife’s house. There- 
fore the husband wishes to sell his 
house for $45,000 and realize a gain 
of $25,000. 

The husband could use the proceeds 
from this sale, plus additional cash as 
required, to purchase the house belong- 
ing to his wife, thereby avoiding recog- 
nition of the $25,000 gain on the sale 
of his house under the provisions of 
Section 1034. All of the conditions 
required by Section 1034 can be met 
if the couple follow through the plans 
outlined above. It is understood that 
the Service has ruled privately that 
Section 1034 is not made inapplicable 
merely by the fact that the purchase 
of the new residence is from a related 
party, as long as the prior ownership 
and the sales transaction are bona fide. 
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TREASURY CAMPAIGN FOR 
FULL REPORTING OF 
DIVIDENDS AND INTEREST 


Over the past several months the 
Treasury Department has carried on q 
campaign to bring to the attention of 
recipients of dividends and _ interest 
their obligation to reflect these pay. 
ments in their tax returns. Officials of 
the Treasury Department in recent 
speeches have called attention to the 
problem of failure by individuals to 
report dividends and interest. In addi- 
tion, the Treasury’s taxpayer informa- 
tion kit, which will be available at all 
Internal Revenue Service field offices 
for placement with newspapers, radio 
and television stations and industrial 
house organs, will call attention of 
taxpayers to the necessity of reporting 
dividends and interest in full. 

In order to enlist the active coopera- 
tion of dividend and interest paying 
organizations in its educational cam- 
paign, the Treasury will make a direct 
appeal to corporations in the instruc- 
tion booklet to accompany form 1120 
for 1959. For interest payments the 
Treasury has developed an information 
form which it will ask payers to send 
to interest recipients on a voluntary 
basis. 

If this educational campaign does 
not materially reduce the amount of 
unreported dividends and interest, itis 
possible that the Treasury will request 
legislation requiring withholding of in- 
come tax at the source on these pay- 
ments. Payers of dividends and inter- 
est will wish to cooperate actively in 
the Treasury’s campaign in an effort 
to prevent the imposition of the bur 
densome red tape and other complica 
tions which would accompany a It 
quirement for income tax withholdin: 
at the source on dividends and interest 


CONSOLIDATED RETURNS AND 
NET OPERATING LOSSES 


The regulations pertaining to cot 
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solidated returns provide, in general, 
that the net operating loss of a mem- 
ber of an affiliated group from a sepa- 
rate return period may be deducted in 
aconsolidated return only to the extent 
of the loss corporation’s income in- 
cluded in such consolidated return. 
The following situation illustrates an 
interesting point in connection with 
this limitation. 


Separate 














Sub- Consoli- 
Parent sidiary dated 
Ordinary 
INCOME <...000 $ 60,000 $80,000 $140,000 


Capital gain 
(sale of section 
1231 assets) 


80,000 _ 80,000 





$140,000 $80,000 $220,000 


Net operating loss 
carryover from 
a separate 





return period 140,000 — 140,000 
Taxable 
income.... $ — $80,000 $ 80,000 








It can be seen from the above figures 
tha: the total net income of the affili- 
ated group is $80,000 in the case of 
either separate or consolidated returns 
and that, on a separate return basis, 
the $80,000 of taxable income of the 
subsidiary would be taxed as ordinary 
income. In view of the limitation on 
the carryover of net operating losses 
from a separate return period, is the 
$80,000 consolidated net income tax- 
able as ordinary income or as capital 
gain? 

Consolidated return regulation Sec- 
tion 1.1502-31(b)(3) provides a limi- 
tation on the amount of a net operating 
loss which can be deducted when such 
loss was sustained prior to a consoli- 
dated return period. This section limits 
the amount of such net operating loss 
{0 an amount not exceeding the taxable 
income of the corporation which had 
sustained such loss, including net gains 


from the sales or exchanges of prop- 
erty subject to the provisions of Sec- 
tion 1231. In the instant case, the 
parent would be limited in the use of 
its net operating loss to an amount not 
exceeding its net income, or $140,000. 

It should be noted that this section 
of the regulations does not require the 
application of the parent’s net operat- 
ing loss against the parent’s income; 
instead, the limitation is applicable only 
in determining the amount of the 
parent’s loss which can be deducted 
under these circumstances. 

Consolidated return regulation Sec- 
tion 1.1502-31(a)(16) defines the 
consolidated net long-term capital gain 
to be the excess of the sum of the 
aggregate of the long-term capital gains 
of the several affiliated corporations 
and the consolidated Section 1231 net 
gain, over the aggregate of the long- 
term capital losses of such corpora- 
tions. Regulation Section 1.1502-30(a) 
states that in the case of an affiliated 
group realizing long-term capital gains, 
in computing its tax under the alterna- 
tive tax provision of Section 1201 the 
tax shall be computed with reference 
to the consolidated taxable income and 
the excess of the consolidated net long- 
term capital gain over the consolidated 
net short-term capital loss. 

Thus, the consolidated net taxable 
income of $80,000 would be deemed 
to be entirely long-term capital gain 
subject to a maximum tax of 25 per- 
cent on the alternative basis. If sepa- 
rate returns were filed, the subsidiary 
would pay a tax of $36,100 (52 per- 
cent of $80,000, less $5,500); how- 
ever, the tax payable on a consolidated 
return would amount to only $20,000 
(25 percent of $80,000). 

This is an example of an unusual 
tax saving which might result from the 
filing of a consolidated return and 
points up the necessity of actually 
making the tax calculation on a sepa- 
rate and consolidated return basis be- 
fore deciding the type of return to file. 
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LOOK WHAT HAPPENED 
TO ACCOUNTING PAPERWORK! 
















Just in tlme for the tax season! ... the new 
Copyfiex Model 105 copying machine—priced 
no higher than a typewriter! Make sharp, low- 
cost copies of tax returns and supporting sched- 
ules directly from government and state 
approved translucent forms, filled out with 
pencil, ink, or typewriter. And any Copyflex 
copy is acceptable for filing! 





CHARLES BRUNING COMPANY, INC. 





CHARLES BRUNING COMPANY, INC. 
125 North Street, Teterboro, N. J. 

Please send me free literature on your new 
Copyflex 105 for tax returns and accounting. Offices 
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RENT SECURITY 


your clients hold earn 312% per year* ? 
*NEW QUARTERLY DIVIDEND 


Suggest to the Landlords and Real Estate Agents among 

your clients that they use a single Ninth Federal RENT 
SECURITY Trust Account for all the security funds under their 
control. Then RENT SECURITY will “earn its keep’’ -- PLUS! 
The share of each tenant will be insured to $10,000. by the 
Federal Savings & Loan Insurance Corporation. You, individually, 
or on behalf of a corporation (within a $10,000. limitation) 
are always welcome to use our many services. Drop 
in at any office and learn why NINTH FEDERAL 

is really the HOME OF SAVINGS + PLUS. 


NINTH FEDERAL SAVINGS 
AND LOAN ASSOCIATION. 


Manhattan — WI 7-9119. Hours: Monday thru Thursday 9-3; Friday 9-6 * 
1457 BROADWAY at Times Square, N. Y. 36 805 U. N. PLAZA at E. 45th 
Bronx — Hours: Monday 9-3 and 5-8; Tuesday thru Friday 9-3 : 

66 £. BURNSIDE AVE. at Walton Ave., Bronx 53 1580 WESTCHESTER AVE. at Manor Ave., Bronx 


NINTH FEDERAL SERVICE — Complete ... Prompt... Courteous 
Resources over $100 Million 
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ACCOUNTANTS (Soins 


and their clients Pe: 


| (including statutory 
benefits required under 
| New York State’s Dis- 


Accountants’ Professional Liability Insurance indispen- obility Benefit Low) 


i > ting firm. r the 
sable protection for every accounting firm. Guards ee 


accountant’s assets against claims and judgments aris- 


Ds . . il d Machi 
| ing because of some alleged negligent act, error or omis- alles one: SeeeEneny 


sion. Pays judgments up to the policy limit, plus legal Burglary and Glass 
investigation and court costs. Fidelity and Surety 
Valuable Papers Insurance—An “all risk” type coverage fice ond Med tines 
which provides funds for the restoration of papers, books Inland and 

and records when they are destroyed by fire or other Ocean Marine 
peril. Public and Professional 


‘ Liability 
3D Crime Insuranc€—Broad form coverage for money 


and securities; burglary or theft of merchandise; em- 





Multiple Peril Forms 


Workmen's 
ployee dishonesty; forgery. 


) | Accounts Receivable Insurance—pays the money which 


can't be collected when accounting and collection records 


Compensation 





=— 


ore burned or destroyed. Prevents impairment of credit. 












American Casualty agents are ideally equipped to 
give accounting firms and their clients intelligent 
counsel on all insurance problems. They are repre- 
sentatives of a company with 57 years experience in 

writing the usual and unusual in insurance coverages. 

American Casualty is one of the very few companies 

a which specialize in liability insurance for pro- 

D. — fessional groups such as accountants and attor- 

ee ee neys. For the name of your nearest ACCO agent 

: 9 or broker, write A. F. Seelig, V.P., American 

Mi \ Casualty Company, Reading, Pa. 


AMERICAN CASUALTY 


"7 q COAST-TO-COAST SERVICE THROUGH 14,000 INDEPENDENT AGENTS AND BROKERS 


n- HOME OFFICE: READING, PENNSYLVANIA 
a SINCE 1902 
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Classified Section 


RATES: “Help Wanted” 20¢ a word, minimum $5.00. eens Wanted” 10¢ a word, minimum 
$2.00. “‘Business Opportunities’ 15¢ a word, minimum $3.00. Box number, when used, is two 
words. Closing date, 10th of month preceding date of issue. 


ADDRESS FOR REPLIES: °c number, The New York Certified Public Accountant, 355 Lexington 


Avenue, New York 17, N. 


HELP WANTED 


CPA Firm, upstate New York, requires 
CPA with tax research experience, small 
staff, good opportunity. Box 1921. 


CPAs, of partnership potential, by medium- 
sized firm for their New York City office, 
one or two young men, preferably in busi- 
ness for themselves, to work either on full 
time or per diem basis until we can evalu- 
ate their worth, in reply, please give full 
details. Box 1922. 


SITUATIONS WANTED 


Immediately Available, accountants, office 
managers, bookkeepers. Bookkeepers & Ac- 
countants Division, Maxwell Employment 
Agency, 130 West 42nd Street, N. Y. C., 
telephone LOngacre 4-1740. 


Accountants Reports, all tax forms, typed 
on I.B.M., highly skilled service, reason- 
able, reliable, pick-up and prompt delivery. 
Miss Druby, MU 2-0326, evenings LE 
4-8336. 


CPA, 37, highly diversified public experi- 
ence, 12 years, desires per diem, part- 
time or arrangement leading to partner- 
ship or purchase of interest. Box 1924. 


Bookkeeper, FC complete GL work includ- 
ing trial balance and payroll taxes, 10 
years diversified experience, available eve- 
nings and Saturdays. WY 2-1580. 


CPA, age 30, presently employed brokerage 
and investment firm, dissolving February 
1960. Box 1925. 


Attention Westchester Accountants and 
auditors, accurate expert speedy typing of 
all reports and statements, reasonable rates, 
inquiries invited. Lakeland 8-2979. 


CPA, 32, State Society member, over 11 
years public accounting experience, seeks 
challenging position in public or private 
accounting. Box 1939. 


Financial Reports, tax returns, typed ex- 
pertly, experienced, dependable, excellent 
stenographer, work picked up and delivered, 
particularly Nassau County. Box 1940. 


Accountant-Executive, woman, public ac. 
counting, insurance, taxes and investment 
experience, desires permanent _ seasonal 
work or 3/4 day work week, will travel, 
Box 1941. 


CPA, 38, personable, seeks responsible ad. 
ministrative position utilizing background 
which includes seven years with large 
reputable firm in charge of responsible as. 
signments and prior private experience, 
Box 1942. 


Controller, cost accountant, MBA, four 
years CPA, 12 years manufacturing, con- 
struction experience, seeks responsible map- 
agement or staff position. Box 1950. 


CPA, tax experience national firm, avail 
able evenings and Saturdays, N. Y. C. or 
L. I. Box 1952. 


CPA, attorney, tax and auditing back 
ground, 10 years diversified public experi- 
ence, seeks per diem to supplement ow 
practice. Box 1953. 


BUSINESS OPPORTUNITIES 


Mail and Telephone Service, desk provided 
for interviewing, $7.00 per month, directory 
listing. Modern Business Service, 505 Fifth 
Avenue (42nd Street). 


CPA-Attorney, 16 years accounting experi 
ence, very heavy tax background, desires 
purchase or manage practice or individu 
accounts, consider any equitable arrange 
ment. Box 1927. 


Practice Wanted, substantial terms, know 
how offered overburdened or retiring prac 
titioner, CPA, N. Y., N. J., AICPA, E 
MBA. Box 1928. 

Well Equipped CPA Firm, will purchase a 
or part of the practice of overburdened 0 
retiring accountants, substantial cash 
attractive retirement arrangements will & 
offered. Box 1929. 

Certified Public Accountants, midtow! 
practice $125,000 to $150,000, seek merge 
with practitioner grossing $50,000 or bettet 
Box 1930. 
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BUSINESS OPPORTUNITIES 


We Act As Your Secretary, mail, telephone 
service, $5.00 per month, mail and messages 
forwarded, private desks and offices avail- 


able, convenient to all transportation. 
Abbott Service, 147 W. 42nd St., Cor. 
Broadway. 


Mail, telephone, listing, desk space, in pri- 
yate and semi-private new attractive offices. 
Radio City Business Service, Inc., 570 Fifth 
Avenue, New York 36, N. Y., Circle 
§-3111. 

CPA Firm, $40,000.00 practice, will pur- 
chase or manage practice, funds available, 
consider merger or ‘any practical associa- 
tion for mutual advantage. Box 1931. 


CPA, personality, tact, proven ability, 12 
years diversified accounting experience, 
seeks association with retirement conscious 
or overburdened practitioner. Box 1932. 
For Sale, bound semi-annual Internal Reve- 
nue Cumulative Bulletins 1925 to 1955 in- 
clusive, excellent condition, sixty dollars. 
Box 1933. 

CPA, MBA, NYSSCPA, seeks partnership 
with N.Y.C. or L.I. practitioner grossing 
$40,000 or better, substantial funds avail- 
able. Box 1935. 

CPA Firm, desires to enlarge old estab- 
lished practice by purchase of practice or 
association with practitioners who contem- 
plate retirement. Box 1936. 

CPA, N. Y., N. J., desires to purchase 
individual accounts or small practice. Box 
1937. 

Fireproof insulated legal and letter size 
filing cabinets, used, refinished like new, 
2,3, 4 drawer. Krasilovsky, 245 Canal St., 
CAnal 6-2255. 

Office Space, downtown, 15 Park Row, air- 
conditioned, furnished, pleasant surround- 
ings, suitable single practitioner, $75.00. 
Call BEekman 3-7765. 

CPA, last seven years with large firm seeks 
association with overburdened or retiring 
practitioner, will purchase individual ac- 
counts or be available for per diem ar- 
fangements. Box 1943. 

One Writing Payroll System, $16.50, one 
year 16 employees, two years 8 employees, 
no better or simpler system at any price, 
check with order and book sent post paid, 
if more than 16 employees add 19¢ for 
tach additional, free demonstration if de- 
sired, money back guarantee. Striad Com- 
Pany, 12-21 35th Ave., L.LC. 6, N. Y., 
EX 2-0693. 


, Office Space, private, attractive, reasonable, 


General Motors Building, share with ac- 


countants, tax services and secretarial serv- 
ices available. Call JU 2-3392. 
CPA-Attorney, 30, Society award winner, 
tax editor, LLM taxation June 1960, excel- 
lent accounting and tax experience, person- 
able and tactful, seeks to purchase small 
accounting practice or individual accounts. 
Box 1946. 

$10,000,000.00 available for financing do- 
mestic and international transactions, ex- 
port, import, accounts receivable, ma- 
chinery, inventory, warehouse, loans, for 
real estate and investment transactions. 
Box 1947. 

CPA, modest practice, Society member, 10 
years diversified experience, seeks associa- 
tion with practitioner or firm offering 
growth to partnership status. Box 1948. 
Certified Public Accountant, $30,000 prac- 
tice with midtown Park Avenue office, 
seeks associate with similar practice for 
possible merger. Box 1949. 

CPA, N. Y., top experience, practice over 
$10,000, 50% free time, seeks partnership 
arrangement, will buy in or purchase ac- 
counts. Box 1951. 

Office, 24 West 40th St., room 905, un- 
furnished, in dignified attractively decorated 
suite occupied by CPA, air-conditioned, 
carpeted, lease. WI 7-2345. 

CPA, with attractive office in Broadway- 
Chambers Street area wishes to share same 
with another practitioner, $35.00 per month. 
WO 2-0570. 

Two Aggressive, ambitious CPAs with 
$15,000 practice desire to purchase accounts 
or practice, $15,000 cash available, excel- 
lent auditing and tax background. Box 
1953. 

CPA, N.Y., N.J., AICPA, NYSSCPA, 
MBA, age 40, $25,000 practice, can arrange 
70% free time, seeks merger with larger 
practitioner, or partnership interest, sub- 
stantial cash available, and very attractive 
retirement arrangement. Box 1955. 
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42 Broadway 
New York 4, N. Y. 
Digby 4-7140 





JUSTIN JACOBS 
Peter P. McDermott & Co. 
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ACCOUNTS 
RECEIVABLE 
LOANS 
x 
LOWEST RATES 
NON-NOTIFICATION 
* 


Companies, Inc. and New York Credit and 
Financia] Management Assoc. 


Serving Your Clients 25 Years 


“SERVICE FACTORS CO. 


450 SEVENTH AVE. NEW YORK, N. \ 




















Accountants Liability Insurance 
Over 560 New York Accounting Firms 


are now taking advantage of the new and 
improved Accountants Liability Insurance 
Plan available to members of the New 


York State Society of CPAs. 


* Low net premium cost. 


* Broad policy conditions. 


For details contact 


HERBERT L. JAMISON & CO. 


270 MADISON AVENUE, NEW YORK 16 ° MUrray Hill 9-1104 
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the busier you are... 
the more you'll like 


LAWRENCE! 


... because saving your time 
is such an important 
ingredient of our service 


Most employment agencies do a lot of talking about 
their screening procedures. We don’t. Our careful 
screening plan speaks for itself... in results. 


Results for our clients because it saves them 
valuable time and produces the kind of 
high-type, competent personnel they want. 


Results for us because it is continually 
winning new clients and keeping old ones 
coming back year after year after year. 


May we have the opportunity to prove 
how smoothly it can work for you? 


And, of course, we are 
ACCOUNTANT-STAFFED 
—another advantage 

for you and your clients. 


oy] 
MMW tElce 


prersoumel sewice ageuly 


120 W. 42nd Street, New York, N. Y. 


FOR OVER 15 YEARS, SERVING THE ACCOUNTANT 
AND HIS CLIENTS IN THE PLACEMENT OF PERSONNEL IN 
THE ACCOUNTING, BOOKKEEPING AND OFFICE PERSONNEL FIELDS 


Call Mr. Daniel Roberts at 
BRyant 9-3040 





Directed by a Certified Public Accountant * Placements throughout U.S. and abroad in small ~ 
companies and giant corporations; in small and national CPA firms ¢ Careful Screening ¢” 
Strict adherence to job specifications ¢ Thermo-Fax copies of resumes prepared when | 
requested * Two offices, New York-Queens * Pioneers in accounting placements. 4 


THE 
ACCOUNTANT-FINDERS 


PERSONNEL AGENCIES 
130 W. 42 STREET, N.Y. C. 36 Supervisors 


Seniors 


LOngacre 4-3834 . Semi-Seniors 


PUBLIC 


Tax Men 
Systems Men 
Stat. Typists 


CORPORATE 
Controllers 
Asst. Controllers 
Office Managers 
Treasurers 
Cost Men 
, Internal Accountants 
Chief Accountants 
Internal Auditors 
Financial Analysts 
Budget Analysts 
Investment Analysts 
Systems Analysts 
Fiduciary and Trust Accts. | 
SEC Specialists ze 
{BM Specialists 
IDP Specialists 
Consolidation Accts. 
Property Accountants 
Our files of internal accountants include thousands of persons _—P@yFoll Supervisors 
from large and small industry. Our rapid checking system pee Hartt a 
permits us to select competent applicants by job-classification Pati mars nau : 
and by industry specialization. For example: A Controller San Sen 
with ad agency experience; A Chief Accountant from a major Credit Managers 
metal products firm; A Bookkeeper with a textile background. Bookkeepers 








